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PREFACE 


The  world  has  turned  many  times  since  1976,  when  I  began  writing  Opera- 
tional Cash  Flow  Management  and  Control,  the  predecessor  to  this  book. 
One  sometimes  may  have  thought  the  business  world,  in  particular,  was  turn- 
ing— no,  spinning — at  a  hyperspace  rate. 

Stagflation.  Inflation.  Deflation.  Record  interest  rates.  Takeovers,  Green- 
mail  and  Golden  Parachutes.  Redeployment.  Deregulation.  Record  bank- 
ruptcies (both  numbers  and  size;  and  notorious  ones,  too).  Multiple  tax  laws, 
flip-flopping  from  liberality  to  stringency.  Foreign  competition.  Roller  coaster 
exchange  rates.  Market  volatility.  PC's,  biotech,  and  new  industries  on  the 
one  hand;  the  rust-belt,   plant  closings  and  disinvestment  on  the  other. 

Quite  a  remarkable- — and  woefully  incomplete — laundry  list.  It  gives  you 
some  idea  of  the  many  reasons  I  believe  a  major  revision  of  my  earlier  work 
is  timely.  This  edition  includes  new  material  on  inventory  calculations,  cash 
management  instruments,  self  insurance,  collection  problems  arising  from 
bankruptcy  and  much  more. 

To  succeed  in  these  topsy-turvy  times,  business  people  have  had  to  be 
both  more  steadfast  AND  more  nimble.  Steadfast  in  pursuit  of  objectives. 
Nimble  in  execution  of  strategies. 

One  long-standing  objective  which  has  emerged  from  the  turbulence  and 
turmoil  as  primordial  is  that  of  building  and  maintaining  a  sound  balance 
sheet.  More  and  more  managers  have  come  to  recognize  the  wisdom,  in 
development  of  strategies  and  tactics,  of  giving  the  same  emphasis  to  the 
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Strength  of  the  balance  sheet  they  have  given  in  recent  decades  to  the  hert 
of  the  profit  and  loss  statement.  No  small  part  of  that  recognition  stems  from 
the  realization  that  overemphasis  on  transient  earnings  tends  to  encx)nragc 
cannihalization  of  the  fundamental  worth  of  the  company,  as  reflected  in  the 
balance  sheet.  Moreover,  once  compromised,  balance  sheet  restoration  is  a 
far  more  diflicult  task,  especially  if  economic  winds  are  blowing  in  the  wrong 
direction. 

For  example,  consider  the  outfit  loading  up  on  debt  to  buikl  outsizcd  in- 
ventories and  finance  a  huge  increase  in  customer  receivables,  all  in  the  name 
of  getting  a  big  jump  in  sales  and  a  corresponding  increa.se  in  the  bottom 
line.  True,  the  large  inventory  will  produce  more  sales  as  just  about  ever>- 
customer  desire  can  be  fulfilled.  No  doubt,  selling  to  lower-rated  credits  does 
expand  the  ix)tential  market,  and  easier  credit  terms  inulds  sales,  too.  When 
the  acxounting  is  completed,  sure  enough,  there's  a  welcome  increase  in 
book  profits. 

Then  the  chickens  come  home  to  roost.  Interest  charges  on  the  deiU 
mount  up.  Carrying  costs  on  the  bloatetl  inventry  take  their  toll.  Some  in- 
ventory has  to  ultimately  be  dumped  at  fire  sale  prices.  Some  is  fiat  out 
scrapped.  The  illusory  sales  (the  bad  cretlits)  begin  to  crowd  the  aging 
schedule.  Some  of  those  must  be  written  olf.  The  leftovers— and  the  costs 
they  engender— make  the  sales  spurt  seem  like  an  alcx)iu)lic  binge  with  a 
particularly  nasty  hangover. 

Meanwhile,  the  debt  continues  to  overshadow  the  i>alancc  sheet  .\t  this 
point  many  companies  will  plunge  into  a  cost-cutting  regimen,  which  olten 
gashes  muscle  and  mangles  bone  in  the  concentrated  ellort  to  excise  lat. 
Advertising,  training,  research  and  development,  moderni/.;jtion  and  other 
hallmarks  of  robustness,  which  are  the  key  to  the  fiiture,  are  likely  to  suller 
disproportionately,  curtailing  prospects  and  potential 

What's  set  out  in  these  pages  is  a  program  which  may  be  an  alternative 
to  the  above  scenario,  but,  hopefiiliy,  is  more  a  combination  preventati\c- 
and-energizer. 

The  strategic  element  in  this  program  is  the  ail.ii)tation  of  the  iial.mi  c  slicel 
to  promoting  efficient  operating  profitability,  where  earnings  will  be  of 
tangible  (not  illusory)  (juality 

'111*-  tacti(  al  element  is  found  wi  the  linc-ilcm  r«-vi<-w  In  thai  proiess  are 
forged  the  components  of  an  elluieni  operation  In  th<-  skillfiil  (^.tlualion 
of  these  line-item  c-om|)oni-nls  comes  several  opportunilws. 

First,  is  the  opportunity  to  refine  strutegy.  us  better  ways  to  finance,  sup- 
|>ort  and  preserve  business  progress  are  develc.iwd.  For  example.  l<M>k  at  a 
Ime  of  (redil  loan  with  an  annui.l  .lO-day  cl«-anup  re(|uiremenl.  If  part  ol  lh<- 
loan  has  clearly  bec-om«-  an  embedded  l)arl  of  the  capital  structure,  convert- 
ing to  a  term  K.an  will  prevent  a  scramble  for  cash  al  c  l.amip  tune,  and 
a.ssurps  smooth  ca.sh  flow  lo  Imid  ope  raliot.s.  xmIIiouI  ihr  .hxr.iiHiv.-  I...uma 
of  n  cash-short  month. 
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Second,  each  of  these  hne-items  may  be  converted  into  a  profit  center 
in  its  own  right,  even  if  the  "profits"  are  limited  to  cost  savings.  Whether 
the  profits  are  derived  from  additional  return  on  temporarily  parked  cash  or 
are  in  the  form  of  reduced  hazard  insurance  premiums,  they  mean  a  healthier 
company. 

Third,  each  may  also  be  a  source  of  additional  cash  flow.  Reducing  the 
average  age  of  receivables  by  just  a  few  days,  switching  to  leasing  of  assets, 
or  revising  dividend  policies  can  make  an  enormous  difference. 

Lastly,  the  integration  of  the  different  perspectives  on  the  business  offered 
by  each  will  likely  produce  new  ideas  and  new  improvements  in  the  very 
methods  of  the  business.  For  example,  where  inventory  demand  has  been 
predicted  based  solely  on  historical  patterns,  inducing  sales  personnel  to 
develop  market-based  forecasts,  will  help  inventory  managers  to  better  plan 
purchases  and  stocking  levels,  saving  cash  and  inventory  costs  while  avoiding 
sales-robbing  stockouts. 

If  this  book  does  nothing  else  but  induce  a  fresh  look  at  a  familiar  target, 
from  an  original  perspective,  it  will  have  accomplished  its  fundamental  pur- 
pose. For  it  is  the  manager  who  first  sees  solutions  and  first  spots  oppor- 
tunities who  has  the  best  prospects  of  effective  and  productive  commercial 
achievement. 

Managers  are  rightfully  judged  on  their  ability  to  problem  solve  and  to 
exploit  opportunity.  The  manager  who  merely  preserves  the  status  quo  is  no 
manager  at  all;  just  a  caretaker  inadvertently  waiting  to  be  knocked  off, 
gobbled  up  or  relegated  to  irrelevancy  by  vibrant  competition  in  a  volatile 
world. 

No  part  of  the  management  of  the  assets,  liabilities  and  equity  should  be 
a  static  rote  exercise,  but  should  instead  be  a  dynamic  ingredient  of  corporate 
progress.  I  hope  Balance  Sheet  Management  will  make  it  so. 

Morris  A.  Nunes 

Annandale,  Virginia 
July,  1987 
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Each  year's  Profit  &  Loss  Statement  is  like  a  rocket  ship,  taking  off  from  the 
launching  pad.  It  may  reach  new  stars  in  the  heavens  or  orbit  much  hke  its 
predecessors,  or  crash  in  faihire.  But  the  launching  pad  remains.  Its  condi- 
tion has  much  to  do  with  the  success  or  failure  of  the  mission,  because  it's 
very  difficult  to  overcome  the  handicap  of  a  poor  or  shaky  hftoflF.  The  Bal- 
ance Sheet  is  every  company's  launching  pad  for  its  missions  in  the  financial 
universe. 

Business  history  is  littered  with  companies  that  achieved  spectacular  prof- 
its in  the  short  run,  but  hke  shooting  stars,  burned  out  into  obscurity.  Only 
those  companies  with  the  objective  of  managing  their  Balance  Sheets  effi- 
ciently, as  well  as  their  revenues  and  expenses,  are  able  to  maintain  their 
star  quality. 

Efficiency  is  best  achieved  when  carefully  executed  tactics  are  woven  into 
well-conceived  strategy.  Such  achievement  is  rarely  accomplished  with  a 
sudden  grand  sweep,  although  the  successful  manager  must  be  able  to  con- 
ceptualize in  the  grand  terms  a  Balance  Sheet  portrays.  Efficiency  generally 
must  be  achieved  piece  by  piece;  line  item  by  fine  item,  but  always  as  part 
of  a  total  strategy. 

This  book  follows  the  format  of  a  Balance  Sheet.  First,  though,  it  begins 
with  an  opening  chapter  entitled  "Overview  &  Underpinning:  Developing 
Management  Concepts,"  which  establishes  a  strategic  framework. 

Within  this  strategic  framework,  each  of  the  next  12  chapters  develops  its 
own  tactical  theme,  expressed  in  the  chapter  title: 
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Secrets  of  Successful  Cash  Management 

Controlling  Pitfalls  in  Credit  Extension 

Action  Techniques  for  Managing  Accounts  Receivable 

Streamlining  Accounts  Receivable  Collection 

Precision  in  Inventory  Adeiiuacy 

Precision  in  Inventory  Repli'iiislnnent 

Insurance:  Essential  Profit  Conservation  'rcchni(|ues 

Systematic  Management  of  iMxed  Assets 

Maximum  Value  From  the  Banking  Resource 

Prime  Sources  and  Uses  of  Bank  Debt  Alternatives 

Mastering  Capital  Objectives 

Cetting  the  Right  Capital  at  the  Higlit  Time 

Then,  Hnally,  the  last  chapter  ties  these  tactical  themes  together  into  a 
coherent  strategic  whole:  "Developing  llu-  liudgeted  Riisiness  Plan. 

The  Objective  of  EfFiciency  .  .  . 

Plus  Carefully  Executed  Tactics 

Plus  Well-Conceived  Strategy 

Equal  Suc-cessful  Balance  Sheet  Management 

MoHius  A.  NUNKS 


I'alls  Church.  Virginia 
Jnniinry  lUHH 
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Chapter  One 

OVERVIEW  AND 
UNDERPINNING 

Developing  Management  Concepts 


FRAMEWORK  OF  FUNDING  NEEDS 

Classic  business  doctrine  posits  that  the  manager's  elemental  responsibility  is 
the  optimum  allocation  and  application  of  scarce  resources.  These  resources 
break  down  into  land,  labor  and  capital.  Some  commentators  maintain  that 
management  itself  is  a  fourth  scarce  resource,  distinct  from  labor,  which  must 
also  be  allocated  and  applied. 

Of  these  elements,  capital  (referred  to  here  as  funds)  is  the  only  one  of  the 
elements  readily  convertible  into  all  of  the  others.  It  is  the  common  denom- 
inator of  management  decisions  and  business  measurement. 

Yet,  too  many  managers  gloss  over  the  elementary  planning  critical  to  lay- 
ing a  foundation  for  the  proper  relationship  of  a  given  business  to  its  capital. 
Common  thinking  on  the  subject  often  consists  of  just  two  statements: 

1.  "Let's  get  as  much  money  to  work  with  as  we  can,  at  an  acceptable 
cost,  of  course.  ' 

2.  "Lets  make  the  most  money  we  can.  " 

Managers  then  proceed  to  act  on  these  scanty  premises,  calculating  their  ac- 
tions based  on  their  particular  set  of  perceived  circumstances. 

Inherent  in  both  those  statements  are  some  definitions  and  assumptions 
that  may  or  may  not  be  fitting  for  the  given  business. 
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The  biggest  problem  with  Statement  1  is  tliat  tlicrc  always  comes  a  point 
when  the  cost  is  no  longer  acteptable.  No  minor  problem  is  the  cx)rollar>  of 
determining  where  that  point  is  to  be  fixed. 

As  for  Statement  2,  it  lacks  a  time  frame.  The  "most"  money  today  may 
mean  bankruptcy  in  the  long  run  (or  even  the  short  run).  Waiting  for  the 
"most"  money  for  the  long  nm  can  tax  the  patience  of  the  most  patient  man- 
ager, not  to  mention  the  hungr\  shareholder. 

So  let's  look  at  a  way  to  conceptualize  yo\ir  proper  relationship  to  funds  and 
the  need  for  them.  This  is  the  Framework  of  Kundiiig  needs. 

At  any  particular  point  in  time  there  are  four  competing  demands  on  the 
funds  of  a  business: 

1.  Capital  Senicina  Demand.  This  is  the  demand  for  funds  to  maintain 
the  firm's  capitalization  and  set  the  stage  for  future  capital  attraction.  The 
fimds  allocated  to  this  demand  are  called  interest,  dividends,  sinking  fund 
payments,  etc. 

2.  Operations  Demand.  This  is  the  demaiul  for  funds  to  support  the  day- 
to-day  business  of  doing  business.  Payroll,  materials,  advertising  expense, 
etc.  reflect  allocation  for  operations  dcmanil. 

3.  Cnmth  Devunul.  This  is  the  demand  for  funds  to  use  for  expansion. 
Capital  expenditures  or  research  and  development  are  examples  of  allocation 
here.  llowe%cr,  there  are  some  businesses  with  no  allcK-ation  to  growth  and 
others  whose  allocation  in  theor>'  is  something  else  in  fact. 

4.  Contingency  Demand.  This  demand  is  two-edged.  On  one  blade  sulFi- 
cient  funds  are  found  to  protect  the  entity  against  unforeseen  problems  and 
failures.  On  the  other  blade  lie  the  funds  to  capitalize  on  the  unexpected  op- 
portunity. Lacking  funds  for  the  former  can  be  fatal,  but  the  latter 
heart-rendering. 

While  these  demands  are  dynamic,  sometimes  dependently  and  other 
times  indeiMMidently.  if  is  still  useful  and  indeed  nece.s.sar>\  to  examine  how 
they  relate  at  a  static  point  in  time.  If  a  trai>ezoid  can  represent  available 
iiinds.  their  allocation  to  the  four  demands  may  be  reiMesented  this  way: 
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The  area  allocated  to  each  demand  within  the  trapezoid  graphically  shows 
the  approximate  relative  percentage  of  funds  expectedly  devoted  to  that 
demand. 

While  contingency  funds  might  flow  to  satisfy  a  failure  or  opportunity  aris- 
ing from  any  of  the  other  four  demands,  the  actual  allotment  of  the  contin- 
gency sub-trapezoid  to  the  other  three  demands  will  probably  not  reflect  the 
same  proportions  as  in  the  rest  of  the  figure,  but  will  look  more  like  this: 


Making  a  gross  determination  of  these  real  dollar  relationships,  just  by  eye- 
bafling  from  management  experience,  can  help  establish  a  basic  philosophy 
on  which  the  specifics  of  building  a  complete  budget  can  be  accomplished. 
Knowing  that  not  more  than  25%  of  all  the  budget  should  be  allocated  to 
growth  can  be  very  useful  in  setting  priorities  among  competing  projects. 
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On  top  of  the  funding  trapezoid  sits  a  capstone  of  profits.  Together  these  form 
a  symbolic  pyramid.  This  pyramid  represents  the  symmetry  necessary  and 
desirable  to  a  successful  business  operation. 

With  a  well-conceived  trapezoidal  funds  base  to  support  it,  a  corresponding 
profits  capstone  can  be  generated.  Without  adequate  funding,  profits  are 
elusive.  With  improperly  allocated  funds,  profits  are  sporadic  or  deficient. 

Even  overfunding  is  undesirable.  A  surplus  of  funds  permits,  or  even  en- 
courages, waste.  Most  managers  have  heard  of  the  accurate  adage,  "Work  ex- 
pands to  fill  the  time  allotted  to  it."  The  relevant  corollary  to  this  adage  is, 
"Expenditures  expand  to  fill  the  allotted  funds  available."  Even  if  a  company 
is  diligent  and  vigilant  against  waste,  overfunding,  by  definition,  means  a  less 
than  optimum  use  of  funds,  an  employment  of  capital  which  does  not  produce 
a  good  return. 

Conceptually,  the  pyramid  Framework  shows  up  this  way: 


OVKRVIF.W  AND  I'NDERPINMNC 


Profit 


Too  much 


Some  readers  might  argue,  "Couldn't  Just  Riglit'  look  like  this?  : 


Profit 


zT^ 


Nope!  This  diagram  couceptualK  su^ests  a  business  which  neeils  more 
capital,  a  variation  of 'Too  Little."  In  economists'  terms  it  suggests  an  imbal- 
ance where  demand  is  outstripping  supply.  If  profits  are  this  outsized.  more 
money  should  be  going  into  growth,  because  then,  even  though  margins  may 
be  lowered,  i^rofits  in  total  dollars  (calculated  after  considering  the  cost  of 
capital)  will  be  higher.  In  other  words,  the  whole  pii'  can  be  bigger. 

For  a  while,  the  company  will  appear  wildly  sucxessful,  producing  incredi- 
ble returns,  but  without  a  sulTicient  capital  base,  the  heady  clays  will  come  to 
an  end.  It  will  become  overextended  in  an  effort  to  sop  up  the  high  returns, 
or  more  well-heeled  competitors  will  enter  the  market  to  dilute  returns,  or 
the  economy  will  turn  down,  or  some  other  event  or  combination  will  conu- 
along  to  expose  the  undercaiiitalization.  Then  the  pyrannd  will  collapse  into 
the  other  form  of  "Too  Little"  where-  capital  is  eaten  awav  by  losses.  11  an 
infusion  is  not  obtainc-d  soon  enough,  the  pyramid  and  the  ciitciiuisc 
self-destruct. 


PYRAMIDAL  SYMMETRY 

This  same  symmetry  may  be  com ciiluallv  .iiii'Iied  in  pvr.iiiud  loriii  to  l)oth 
sides  of  the  Balance  Sheet.  Kac  h  side  cm  be  split  into  loui  mini  pyramid 
building  blocks: 

A..„,.  Liabilfties  and  equity 
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At  this  point,  we're  still  painting  with  broad  brush  strokes,  creating  the 
backdrop  for  concrete  management  actions.  The  shape  of  these  pyramids  and 
their  components  is  NOT  meant  to  suggest  that  25%  of  assets  belongs  in  each 
of  the  four  categories,  or  that  Liabilities  and  Equities  are  automatically  split 
in  equal  fourths. 

But  they  do  imply  that  on  each  side  of  the  Balance  Sheet  the  components 
have  to  fit  together  smoothly.  They  do  imply  that  each  side's  components  are 
of  equal  importance  and  deserve  equal  management  concern,  which  means 
management  must  be  equally  prepared  to  respond  wisely  to  any  one  of  the 
components  at  any  given  time.  Otherwise,  the  business  will  have  an  Achilles' 
heel. 

Those  are  essential  ideas,  forming  the  foundation  of  the  philosophy  for 
managing  the  Balance  Sheet.  Building  on  the  foundation  first  requires  some 
deep  thinking  about  the  assumptions  inherent  in  the  data  on  which  specific 
decisions  are  going  to  be  based. 


THE  INFORMATION  NETWORK 

In  terms  of  funds  relationships,  the  prime  information  system  is  the  account- 
ing system.  However,  in  too  many  situations,  the  typical  accounting  system  is 
responsive  to  only  one  kind  of  information  need.  In  fact,  there  are  at  least  six 
kinds  of  accounting  needs  in  every  company  and  seven  in  many: 

1.  Book  Accounting 

2.  Cash  Flow  Accounting 

3.  Budgetary  Accounting 

4.  Management  Accounting 

5.  Tax  Accounting 

6.  Operational  Accounting  and 

7.  The  "optional "  Regulatory  Accounting 

Book  Accounting  encompasses  the  activities  attendant  to  the  production  of 
financial  statements.  Because  of  the  standards  imposed  by  Generally  Ac- 
cepted Accounting  Principles  (GAAP)  and  the  conventions  necessary  to  de- 
veloping financial  statements  (e.g.,  the  somewhat  arbitrary  assignment  of 
lives  to  assets  for  the  purpose  of  charging  periodic  depreciation),  Book  Ac- 
counting can  distort  what  is  actually  happening.  It  can  also  be  particularly 
unsusceptible  to  certain  types  of  requisite  financial  analysis,  as  the  limited 
number  of  accounts  frequently  mix  transactions  that  preferably  would  be  sep- 
arated. These  shortcomings  are  often  especially  exaggerated  in  companies, 
such  as  public  utilities,  whose  charts  of  accounts  are  prescribed  in  detail  by 
regulation. 
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Yet,  even-  company  must  have  its  set  of  lx)oks,  whether  in  a  5"  x  7"  note- 
book or  on  a  hard  disk.  Because  of  the  permanence  of  these  books,  they  are 
too  often  paramount  in,  or  even  constitute  all  of  the  company's  ac-counting 
scheme,  despite  their  problems,  when  they  should  l)e  just  one  coetiual  share. 
The  strong  financial  manager  will  take  care  to  look  behind  and  beyond  the 
standard  monthly,  quarterly  or  annual  P  &  L  Statement. 

Cash  Flow  Accounting  details  the  actual  movement  of  funds.  As  a  required 
part  of  today's  certified  financial  statements,  cash  flow  accounting  is  usually 
the  number  two  system,  although  casti  How  is  derived  in  man\'  c-ompanies 
simply  by  manipulating  the  historic  information  contained  in  the  books. 

The  challenge  in  cash  flow  accounting  is  the  tlevclopment  of  a  system  that 
will  both  monitor  sources  and  uses  of  funds  in  terms  of  the  initiating  causes  of 
funds  flow,  and  forecast  the  results  of  transactions  to  permit  the  balancing  of 
cash  needs  with  cash  availability.  While  some  may  argue  that  availability  is 
more  appropriately  balanced  with  need,  the  sad  fact  is  that  in  the  short  run, 
the  overall  availability  of  fimds  for  any  Inisiness  is  fixed  by  its  power  in  the 
capital  markets.  Hence,  the  needs  are  ultimately  the  thing  to  be  recast. 

Budgetary  Accounting  c-onsists  of  two  eciually  important  phases.  The  first  is 
the  futuristic  planning  and  establishment  of  goals  and  spending  targets  de- 
signed to  achieve  those  goals  at  least  cost.  The  second  phase  is  the  measure- 
ment of  results  against  those  goals  and  targets. 

A  serious  problem  in  many  organizations  is  the  distortion  of  results  that  oc- 
curs when  budgets  are  measured  against  b(K)k  accounting.  The  credibility  of 
the  c-ompany  budget  system  can  be  destroyed  by  the  bickering  of  the  man- 
ager charged  with  meeting  the  goals  and  the  acc-ountant  charg(>d  with  mea- 
suring the  manager's  achievements. 

A  key  factor  in  the  creation  of  this  unfortunate  situation  is  that  budget  sy.s- 
tems  are  usually  designed  around  the  company's  book  accounting  system 
with  the  format  of  the  budget  pnK-ess  determined  by  the  financ  ial  and  ac- 
counting arm  of  the  company.  The  manager  responsible  for  developing  liis 
own  budget  is  th<-n  behind  the  8-balI  in  trying  to  translate  his  perspective 
into  the  a|ipropriate  tables  and  cohnnns.  That  disadvantage  is  in  turn  fre- 
«,uently  exaggerated  by  tlie  dinerences  in  budgetary  accounting  needs  amcmg 
the  dilh-r.-nf  company  segments.  For  exam|)le.  the  concentration  on  p.-rson- 
nel  and  payroll  budgeting  in  a  labor  intensive  company  may  yield  rather  in- 
significant value  for  the  department  ui  lli.it  company  with  relativ.-ly  lew  p.-r- 
scmnel.  even  though  a  department,  such  as  insurance  with  its  budgeting  lor 
co-insurance  and  scH-insurance.  may  have-  a  major  and  ducc  1  uuiwc  t  on  the 
company's  profits  and  cash 

Z«-ro-based  budgeting  C/HB)  is  in  part  an  altcn.pl  to  xldn-ss  tli.sc  pn.b 
lems.  but  its  pitfalls,  particularly  for  the-  manager  (wheth.-r  proi>osing  or  ap- 
proving the-  budget)  who  is  inexperic-nced  in  '/HH,  can  be  devastating  In  at- 
tempting to  .xpand  the  budget  system  to  ctimpensate  lot  ll.<-  vaii.tv  ..I 
budgeting  n<<-ds  lounil  throughout  an  entire  organiAition.  /.Wn  !.«>  .iil<-n  de 
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stroys  the  integrity  of  the  budget  process  by  entanghng  its  participants  in 
a  mire  of  detail.  Whereas  many  budget  systems  tend  to  be  ineffective  by 
sHghting  some  desirable  aspects  of  analysis,  ZBB  tends  to  be  ineffective  by 
overwhelming  the  same  aspects  with  layers  of  superfluity. 

Another  frequent  criticism  of  budget  systems  is  that  once  the  budget  is  in 
place  it  becomes  an  immutable  force,  stolidly  disregarding  developments 
that  may  render  some  or  all  of  it  obsolete. 

These  and  other  budget  questions  will  be  explored  more  fully  in  Chapter 
14.  The  point  is  that  the  effectiveness  of  the  accounting  function  is  critical  to 
the  effectiveness  of  achieving  meaningful  and  well-directed  budgetary  con- 
trol. When  dealing,  then,  with  the  budget  process,  the  astute  chief  will: 

1.  Include  non-accounting  managers  from  a  cross-section  of  the  company 
in  budget  process  design; 

2.  Seek  to  tailor  performance  measurement  to  each  company  operation 
so  that  the  responsible  manager  can  relate  real  decisions  to  the  stan- 
dards of  measurement; 

3.  Synthesize  both  budgets  and  variances  into  terms  that  give  top  man- 
agement a  common  frame  of  reference  for  evaluating  different  com- 
pany segments  with  and  against  each  other; 

4.  Translate  budget  information  into  profit  and  loss  and  cash  effects  so 
that  management  can  successfully  guide  each  area  in  relation  to  overall 
company  direction;  and 

5.  Demand  flexibility  to  keep  both  budget  and  performance  measure- 
ment in  tune  with  the  dynamism  of  events. 

Management  Accounting  concentrates  on  analysis  of  corporate  activities 
for  management  decision-making.  The  sine  qua  non  of  such  analysis  is  good 
input  data.  The  function  of  management  accounting  is  to  provide  that  data  in 
a  form  that  lends  itself  to  cogent  manipulation. 

The  nature  of  much  of  the  analysis  complicates  the  accounting  job  by  re- 
quiring extensive  detail.  Like  the  budget  process,  the  results  of  this  analysis 
should  be  reconciled  with  profits  and  cash  reporting. 

Management  accounting  requirements  vary  greatly  from  company  to  com- 
pany. In  a  sense,  as  the  goal  is  decision-making,  all  company  accounting  is 
management  accounting.  Hence,  the  prime  attitude  of  a  good  management 
accounting  setup  will  be  the  ability  to  draw  on  all  aspects  of  a  company's  in- 
formation system  and  sources,  and  then  meld  the  individual  pieces  of  infor- 
mation into  a  logical,  comprehensive  and  comprehensible  whole. 

Tax  Accounting  focuses,  of  course,  on  the  determination  of  the  minimum 
legitimate  liability,  the  development  of  the  documentation  to  defend  and 
support  that  determination  and  the  timely  preparation  and  submitting  of  re- 
turns in  compliance  with  requirements.  In  addition  to  these  de  rigeur  activi- 
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ties,  additional  facets  of  tax  accounting  that  should  not  hv  ignored  are  the  in- 
puts to  decision-making  (including  the  budget  process),  as  few  transactions 
will  be  devoid  of  tax  consequences. 

Operational  Accounting  is  the  "statistical"  and  non-fmancial  recordkeeping 
that  is  absolutely  essential  to  relating  pure  dollars  to  operations.  Included  in 
such  accounting  are  human  resources  and  industrial  management  data. 

While  much  of  this  kind  of  information  is  often  considered  outside  the  tra- 
ditional accounting  bailiwick,  the  progressive  firm  will  still  monitor  it  via  the 
accounting  unit,  taking  care  to  assure  that  the  financial  information  systems 
are  returning  results  that  are  both  reliable  and  useful.  These  needs  will  also 
vary  substantially  by  company. 

Regulatory  Accounting  is  simply  recordkeeping  in  compliance  with  the  re- 
<iuirements  of  any  governmental  unit.  While  often  thought  to  be  the  concern 
of  only  utilities,  transporation  concerns,  communications  companies,  etc.,  it 
is  a  growing  problem  for  a  great  number  of  companies.  From  the  Securities 
and  Exchange  Commission  to  individual  state  licensing  bureaus,  more  and 
more  demands  for  pre-formatled  information  are  being  made  on  businesses. 
The  greatest  problem  with  regulatory  reciuirements  is  that  they  usually  do 
not  c-onform  to  management's  own  preferences.  The  second  great  problem  is 
simplv  the  cost  of  tracking  and  reporting  the  same  information  in  so  man> 
ways  with  so  little  value  for  the  reporter.  Accordingly,  the  goal  of  regvdalory 
accounting  is  often  the  nnnimum  output  to  satisfy  regulatory  autlumties.  The 
additional  goal  that  should  be  considered,  as  in  tax  accounting,  is  input  to 
decision-making  to  assess  the  impact  of  alternativ(-s  on  regulatory  n-porting. 
and.  thence,  on  regulatory  judgment. 


Iliglilighting  Differences 

The  concept  the  financial  manager  must  keep  m  nuiul  is  that  each  accoi.ntiim 
type  has  its  own  applications.  Communicating  their  dilferences  m  methods 
and  goals  is  as  important  as  using  them  to  provide  answers.  On.-  oi  the  best 
ways  to  facilitate  that  communication  is  to  reconcile  and  relate  to  book  ac- 
counting, which  is  the  most  commonly  used  and  r«>tH)gni/ed  of  the  types.  Hy 
reccmciling.  the  differ.-nc.'s  in  p<-rsi)ective  can  be  undc-rscorecl  with  mini- 
mum risk  of  mistnist  of  the  results 

Because  all  of  the  actounting  types  are  pulling  information  irom  the  smgle 
transactional  data  base  (i.e..  one  set  of  transactions)  it  is  sometimes  diHicilt 
for  the  non-financial  manager  (o  c-onc-.-|)tuali/e  the  dinerenc-cvs.  Therefore,  the 
presentation  of  the  accounting  results,  including  a  reconciliation,  can  be  as 
im|>orlant  as  tin-  data  itself 

Using  a  simplified  example,  assume  it  is  vear  end  ..m<1  m.n  llu.  .i!  (  ..n.p.inv  Z 
is  alxMit  to  amsider  buying  a  new  .$I(M).(MM)  pn.dm  tion  line  ma.  Iiiik-  Iac  Iu- 
sive  of  this  transaction,  the  years  prolil  and  loss  figures  will  be: 
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Revenues        $1,000,000 
Expenses  -900,000 

Profit  $100,000 


The  transaction  could  be  analyzed  like  this: 


BOOK 

CASH  FLOW 

BUDGET 

MANAGEIVfENT 

TAX 

OPERATIONS 

Calculations 

Rev     $1,000,000 

In.         $1,000,000 

Has  this  machine 

What  impact  on 

Investment  tax 

No  impact  on 

for  this  Yr. 

Exp       -900.000 

Out: 

purchase  been 

yearend  ratios, 

credit  and  min- 

present year 

Pretax  $    100.000 

Exp.        -900,000 

contemplated 

credit  rating 

imal  depreciation 

H/lach.     -100,000 

In  capital 

&  market  accep- 

reduce tax  by 

Mactiine  purchase 

Net  In            -0- 

budget? 

tance? 

$10,000  -1-  (10%), 

is  capitalized. 

increasing  net. 

Impact  on 

Increase  pretax 

Add  back  deprec 

Increases  in 

Calculate  ex- 

Depreciation 

Determine  produc- 

Future 

expenses  by 

to  eliminate 

maintenance  and 

pected  annual 

reduces  annual 

tivity  increases 

Years 

depreciahon. 

eflect  of  non- 

carrying charges 

incremental 

tax  liability. 

expected,  including 

Choose  deprec. 

cash  expense. 

for  responsible 

profit  from 

Local  personal 

learning  curve. 

method. 

unit. 

use  and  deter- 
mine return  on 
investment. 

property  tax 
increased. 

What  impact  on 
break-even?  Should 
prices  be  adjusted? 

Reconcilia- 

NA 

Capital  expendi- 

Depreciation is 

Show  impact  on 

Show  impact  on 

Show  impact  on 

tion  to  Book 

ture  is  not  ex- 
pensed creating 
this  year's  differ- 
ence. Future 
years  differ  by 
depreciation. 

"non-control- 
lable"  expense 
&  therefore  not 
in  area  budgets. 

selected  accts 

tax  accounts. 

selected  revenue 
and  expense  accts. 

Conclusions 

No  effect  on  this 

Cash  shortage 

Purchase  may 

Machine  will 

Tax  consequen- 

Productivity man- 
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may  result  while 

generate  cost 

yield  sufficient 
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project  success. 
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ated  properly. 

Be  sure  sales  is 
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budget Can 

Monitor  down- 

kept aware  of 

duce  profits  un- 

quire considera- 

temporary cut- 

time closely 

cost  profile  to 

less  offset  by 

tion;  possibly 

backs  be  made 

and  be  sure 

determine  pricing 

gains  due  to 

lease  or  finance 

in  other  areas 

sales  are  ab- 

and discount 

operation  Con- 

machine. 

until  machine 

sorbing  pro- 

strategies. 

trol  expenses 

is  proven? 

duction. 

carefully  during 

test  period 
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Schematically,  the  accounting  t>pes  can  be  summarized  this  way: 


ACCOUNTING 
TYP€ 

GOALS 

REPORTS 

EXAMPLES  OF 
OUTPUT 

PITFALLS 

BOOK 

Ogtwmint  prollbblHty 
iml  nd  worth  ol  entity 

Rnancial 
Sutaments. 

Profits.  Nat 
Worth 

Constrained  by  GAAP,  etc 
Can  laO  spedlictty 
Strictly  historic  data 

CAsnaow 

UmJerslBnd  diinges  In 
cash  positions  and 
dslefmlne  cash  needs 
and  match  availability 

Cash  Row  State- 
ment Cash 
lorecast:  Cash 
Reconciliation 

Cash  Balances: 
Cash  Needs: 
Cash  Available 

Falls  to  elucidate 
commitments,  obligations 
and  non-cash  transac- 
Bons 

BUDGETARY 

Control  expenditures 
Set  larpets  and  pro- 
vide perlormance  motl- 
valton  and  measuremeni 

Budgets: 
Variances 

Targets. 
Performance 

Lines  of  authonty  do 
not  necessarily  follow 
functional  logic 

MANAGEMENT 

Analyze  activities  to 
plan  end  Improve 

Special  purpose 
reports 

Investment 
decisions,  etc. 

Reiadon  to  book  and 
other  reports  can  be 
distorted 

TAX 

Compliance  and  liability 
minlmiiatlon 

Tax  Returns 

Tax  payments 
and  refunds 

ArUllclal  requirements 
not  useful  lor  non-tix 
dedslons 

OPERATIONAL 

Control  and  planning 
ol  non-llnancial 
aspects  of  activities 

Spedil  purpose 
reports. 

umis  of  output 
Employment,  etc 

Not  always  subject  to 
accurate  quantlflcabon 

REGULATORY 

Compliance  and  best 
case  to  receive 
reoulatory  approval 

Special  purpose 
Reports: 
Required  Filing 

Rite  Base: 
Compliance 
Reports 

Artificial  requirements 
distort  and  not  usrtui 
lor  nooregulalory 
1    decisions 

BETTER  STATEMENT  FORMATTING 

With  the  ramificatio.is  ot  accounting  solidly  understood,  ifs  doul.lv  useiul  io 
have  a  format  for  statements  which  provides  n..t  onl>  the  historical  inforina- 
tion,  hut  also  has  some  prognosticative  value. 

Consider  the  following  (acxount  simplified)  layout: 


BETTER  STATEMENT  FORMATTING 


April  (Month  4) 

Revenues 

Expenses 

Profits 

Calculation 

Current  month 

100,000 

95,000 

5,000 

Per  accounting 

Year-to-date 

380,000 

344,000 

36,000 

Per  accounting 

Average  YTD 

95,000 

86,000 

9,000 

YTD/4 

Cur.  V.  YTD  Average 

5,000 

9,000 

-  4,000 

Cur.  —  Avg. 

Last  Mo. 

90,000 

87,000 

3,000 

Per  accounting 

Cur.  V.  Last  Mo. 

10,000 

8,000 

2,000 

Cur.  —  Last 

Last  April 

97,000 

91,000 

6,000 

Per  accounting 

Cur.  V.  Last  April 

3,000 

4,000 

-1,000 

Cur.  -  Yr.  Ago 

Last  Year  Totals 

1,075,000 

1,055,000 

20,000 

Per  accounting 

Cur.  Extrapolated 

1,200,000 

1,140,000 

60,000 

Cur.    X  12 

YTD  Extrapolated 

1,140,000 

1,032,000 

108,000 

(YTD/4)  X  12 

Cur.  Ex.  V.  YTD  Ex. 

60,000 

108,000 

-  48,000 

Cur.  Ex.  -  YTD  Ex. 

Last  Mo.  Extrapolated 

1,080,000 

1,044,000 

36,000 

Last  Mo.    X  12 

Cur.  Ex.  V.  Last  Ex. 

120,000 

96,000 

24,000 

Cur.  Ex.  —  Last  Ex. 

Cur.  Ex.  V.  Last  Yr. 

125,000 

85,000 

40,000 

Cur.  Ex.   -  Last  Yr. 

Some  may  wonder  why  the  Average  is  not  also  extrapolated,  and  the  differ- 
ence between  the  Current  and  Average  Extrapolations  calculated.  The  rea- 
son is  that  the  Year-to-Date  and  Average  Extrapolations  are  the  same! 

Comparing  current  results  to  the  next  most  recent  and  to  prior  year's  re- 
sults, with  corresponding  extrapolations  compared,  provides  answers  and  in- 
sights on  both  historical  and  prospective  perspectives. 

This  format  can  be  expanded  or  varied  by  cranking  in  quarterly  and/or  sem- 
iannual data.  One  can  also  include  comparisons  to  several  periods  (e.g.,  all 
this  year's  preceding  months)  rather  than  one.  A  particularly  valuable  inclu- 
sion is  the  use  of  monthly  and  year-to-date  budgets. 

Before  going  off  the  deep  end,  though,  consider  whether  additional  periods 
are  really  going  to  be  informative  or  are  just  going  to  make  a  report  fatter. 
Careful  crafting  of  the  format  will,  however,  help  to  clarify  seasonal  swings 
and  uncover  trends  in  their  early  stages.  Graphing  the  differences  (e.g., 
Current  —  Last  Month)  is  a  particularly  effective  (and  easy)  trend  spotter. 

A  second  format  improvement  applies  to  companies  with  more  than  one 
hue  of  business.  Often  such  companies  break  out  results  by  line  of  business 
(and  if  they  don't,  they  should),  but  the  tough  question  is  often  whether  and 
how  overhead  should  be  allocated. 

The  answer  is  that  it  shouldn't  be  arbitrarily  allocated.  Overhead  should 
only  be  allocated  if  it  is  directly  related  to  results  (i.e.,  variable  with)  in  the 
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line  of  business  to  which  allocated.  It  does  not  have  to  he  directly  variable  in 
a  straight-line  relationship,  but  it  must  have  a  quantifiable  relationship. 

For  e.xainple,  depreciation  on  deliven.'  vehicles  does  not  vary  with  every 
dollar  of  sides,  but  is  incremental  with  sales.  As  sales  reach  some  particular 
new  level,  another  vehicle  is  going  to  be  needed,  so  that  depreciation  will 
ratchet  up  as  sales  increase.  Even  though  depreciation  may  commonly  be 
thought  of  as  an  overhead  item,  it  can  be  allocated  among  the  lines  ol  busi- 
ness on  the  basis  of  dollar  (or  unit)  sales. 

Once  overhead  items  have  been  distinguishetl,  an  accurate  Profit  and  Loss 
reporting  format  would  look  like  the  following  (accovmt  simplified)  example, 
in  which  we're  dealing  with  a  company  that  is  manufacturing,  distributing 
and  servicing: 


Manufacturing 


Distributing 


Servicing 


Total 


Revenues 

Cost  of  Sales 

Gross  Profit 

Allocated  Overhead 

Divisional  Profit 

Unalhxated 

Net  Corporate  Profit 


3(K).0(K) 
10(),(KX) 
20(),(X)0 
80,000 
120.000 


285,000 

165, (XK) 

7,50,  (XK) 

140,000 

70, (HK) 

.no.  (XXI 

145,000 

95,0(K) 

440, (XX) 

76,000 

44. (KX) 

2(M),(XX) 

69,000 

51,000 

240.(XX) 

160.000 

80,000 

This  format  puts  the  responsibility  for  liiic-oi-busiiiess  operational  results 
on  the  managers  of  each  division,  but  doesn't  saddle  them  witli  resi)onsibiIilv 
over  costs  they  cannot  infiuence  or  control.  The  result  of  full  allocation  will 
merely  be  to  create  conflict  among  the  division  managers  as  each  seeks  to 
push  off  as  much  of  that  uncontrollable  cost  as  possible  on  the  other  divisions. 
Such  arbitrary  and  meaningless  accounting  exercises  an-  not  m  .mvlxuly  s 
best  int<-rest,  especially  the  company's. 

'Ilie  unallocali'd  profit  is  th<-  responsibility  ol  luNuhiuartns  inan.igcnn-iit. 
who  should  very  well  be  able  to  loiitrol  it. 


KEEPING  AHEAD  OF  HKSUITS 

The  manag.TS  job  is  fiiture  orienl<(l.  vet  the  h.-art  of  th<-  atx-ounting  svstem  is 
only  a  commentary  on  th«-  past.  Individual  finant  lal  slalenu-nts  are  valuable, 
but  Ihev  have  three  drnwba<  ks  in  idalion  to  d.iy-to-d.iv  business: 


1.  rhiTC  is  a  lag  Irom  tune  ol  tiansarlion  lo  lime  ol  report. 

2.  Ihe  financial  stalrnu-ul  is  necessarily  not  detailed  «-i)ough.  as  il  covers 
.such  a  broad  si)eclriiin  of  activities,  it  is  a  sumiiiaiy. 
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3.   By  internalizing  certain  assumptions  and  conventions,  the  real  story 
may  be  distorted. 

The  U.S.  Government  issues  a  monthly  report  of  Economic  Indicators, 
which  includes  several  factors  that  economists  have  decided  generally  fore- 
shadow the  direction  of  the  economy.  A  similar  "early  warning "  device  can  be 
utilized  to  overcome  the  shortfalls  of  the  financial  statements  of  any  company. 

To  help  give  such  a  system  instant  recognition  and  appeal  among  manage- 
ment, consider  using  an  acronym  like  KISS  (for  "Key  Indicator  Signal  Sys- 
tem") in  the  establishment  of  the  program.  For  such  a  system  to  work,  the 
data  developed  must  receive  prompt  attention  from  those  managers  who  will 
govern  response. 

There  are  four  decisions  to  be  made  in  establishing  KISS: 

1.  What  information  is  truly  indicative? 

2.  How  much  information  should  be  included? 

3.  How  frequently  should  the  information  be  reported? 

4.  Who  should  receive  the  reports? 

The  hardest  part  of  the  exercise  is  the  determination  of  the  data  that  is  ap- 
propriate for  the  reports.  There  are  at  least  six  criteria  of  evaluation: 

1.  Forecasting  Value.  Each  indicator  should  foreshadow  business  perfor- 
mance in  one  or  more  areas  of  activity.  A  simple  example  is  that  sales  volume 
correlates  with  profits. 

Regression  analysis  is  a  useful  tool  for  testing  potential  indicators.  A  related 
and  simpler  technique  is  the  comparison  of  graphs  of  various  suspected  indi- 
cators against  graphs  of  sales,  profits,  cash  balances,  employment,  etc.  Man- 
agement intuition  and  experience  that  favors  one  indicator  or  another  should 
not  be  disregarded.  Rather,  that  indicator  should  be  investigated  for  statisti- 
cal confirmation  of  its  validity. 

External  data  (stock  market  averages,  government  data,  trade  statistics, 
etc.)  should  be  considered  as  potential  indicators.  Caution  is  advised,  how- 
ever, in  using  more  than  one  or  two  external  figures,  as  the  system  could  be- 
come more  reflective  of  the  economy  than  of  the  company.  As  the  fortunes  of 
many  companies  tend  to  swing  with  the  economy,  this  is  an  easy  trap  to  fall 
into. 

Also  to  be  avoided  are  data,  either  internal  or  external,  that  receive  or  re- 
quire frequent  revision  or  adjustments.  Maintaining  comparability  is  essen- 
tial to  a  tool  of  this  kind.  The  other  problem  with  revised  data  is  that  adjusting 
to  retain  comparability  is  time-consuming  and  may  be  confusing.  Late  data  is 
also  to  be  assiduously  avoided,  as  forecasting  value  may  be  expired  by  the 
time  it  reaches  the  managers.  This  is  a  major  shortcoming  of  much  govern- 
ment or  trade  association  data. 
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2.  Reliability .  Each  chosen  indicator  should  be  as  free  as  possible  from  the 
hkelih(M)d  of  containing  extraordinary  transactions  that  will  create  "glitches 
in  the  data  or  demand  arbitrary  adjustment  in  reporting.  For  example,  while 
total  assets  on  hand  may  be  a  good  indicator  of  profit  potential,  the  time  of 
acquisition  of  new  assets  can  be  an  extraordinary  period,  as  training  and  in- 
stallation may  cause  a  dip  in  fortunes,  when  greater  assets  on  hand  might  or- 
dinarily presage  increases  in  sales  or  profits. 

The  other,  more  insidious  risk,  is  that  data  must  not  be  misleading.  For  ex- 
ample, while  the  number  of  active  salesmen  might  be  important  and  statisti- 
cally correlative  to  sales,  this  could  be  a  highly  unreliable  indicator  without 
modifying  for  experience,  full-time  vs.  part-time,  etc.  Such  vagaries,  while 
possibly  subject  to  adjustment  (although  "experience"  is  likely  to  be  a  highly 
subjective  adjusting  factor)  will  probably  violate  the  timeliness  and  simplicity 
tests. 

3.  Magnitude.  There  should  be  a  tendency  to  choose  indicators  that  in  and 
of  themselves  are  informative  on  the  status  of  major  components  of  company 
health.  For  example,  in  a  contract  construction  business  with  fixed  con- 
tract revenues  and  high  labor  intensity,  gross  payroll  hours  are  going  to  be 
ver>'  important  for  the  present  and  hiture,  and  reflect  a  large  portion  of  all 
expenses. 

4.  Covf't-aae.  The  system  architect  should  seek  those  indicators  that  will 
illuminate  a  broad  cross-section  of  the  company.  The  indicators  should  lead 
managers  to  recognize  ()pi)ortunities  and  problems  company-wide.  If  the 
indicators  are  unlikely  to  reflect  activity  in  one  or  more  areas,  then  the  ne- 
glected areas  are  effectively  relegated  to  time-lagged  management.  For  ex- 
ample, in  a  retail  business,  given  a  choice  b.-tween  receipts  into  inventoiy  and 
purchases,  the  latter  would  be  likely  to  !..•  the  better  indicator,  as  it  will  re- 
late to  all  orders  placed  for  all  (hpartmenls.  rallier  than  just  expenditures  for 
merchandise.  In  this  case,  it  has  the  added  advantage  of  being  earlier  n.  luuc 
In  any  event,  total  purchases  will  include  a  monitoring  of  inventory,  though 
not  directly.  Logically,  howev.-r,  if  a  bulge  show.-d  u|i  in  purchases,  piir- 
chases  for  inventory  woidd  undoubtedly  !>(•  among  li.r  lust  .'iv.i  check.^d.  as 
it  is  the  largest  single  area  ol  (xixMidituic 

.5.  Speed.  An  early  warning  system  i.(|uii(s  c.u  Iv  data  receipt  I  lieicfoie. 
however  well  a  particular  indicator  miv  meet  lli<-  other  tests,  if  the  data  is 
cinubersome  to  organi/.e  or  sh)w  in  eouung  in.  tiw  mdicator  is  not  a  good  one. 

F<.r  i-xample,  in  a  mainifa<  turiug  environment,  .i.v.ntory  values  may  l)e  an 
exirem.-ly  valuable  s.-t  of  figures.  llow<-ver,  if  it  is  known  or  feared  that  the 
"lKK)k"  figures  usually  r<-<|uire  .-xlensive  adjustin.nt  to  account  for  shrinkage, 
«hi-n  the  ellort  and  time  needed  to  obtain  an  a«vurale  count,  price  and  exten- 
sion make  it  an  tmrealistic  it«-m  lor  inclusion  in  lh<-  svslein.  That  is  not  to  sav 
that  inventory  values  will  not  be  taken  or  coiifiMiK.!,  but  lli.il  wli.n  .lone  tlw 
iiiloMii.ilioii  will  fi)rm  p.iit  of  rrpoits  outside  Kl.S.S. 
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6.  SimpUcitij.  KISS  is  also  an  acronym  for  the  admonition  "Keep  Indicator 
System  Simple.  "  That  admonition  is  fitting  here. 

KISS  should  be  designed  to  be  readily  grasped  and  subject  to  quick  re- 
sponse. The  more  complex  the  less  likely  KISS  will  be  accepted  or  utilized 
effectively. 

For  example,  while  analysis  may  show  a  fine  statistical  relationship  among 
use  of  credit  lines,  capacity  utilization  and  labor  productivity,  such  figures  are 
likely  to  be  too  esoteric  to  accomplish  the  task  of  giving  managers  information 
they  can  act  on  in  confidence.  After  all,  how  many  production  managers 
would  adjust  their  schedules  just  because  the  company  pays  down  a  number 
of  loans? 

Having  developed  a  list  of  satisfactory  indicators,  chances  are  the  list  will 
be  a  fairly  long  one,  especially  as  availability  of  the  data  is  generally  controlla- 
ble. Whether  or  not  a  lengthy  list  is  useful  is  largely  a  subjective  decision. 
The  total  system  result  should  have  a  meaning  as  a  single  statement  about  the 
health  and  prospects  of  the  firm.  If  too  many  indicators  are  combined,  they 
may  dilute  each  other  or  smother  the  manager  with  too  much  data,  de- 
stroying the  purpose  of  the  system.  On  the  other  hand,  if  too  few  indicators 
are  used,  the  system  loses  its  effectiveness.  It  is  conceivable  that  a  series  of 
indicators  could  be  developed  on  different  aspects  of  the  business,  if  respon- 
sible feeling  runs  strong  that  too  many  of  the  items  on  the  list  cannot  be 
ignored. 

The  frequency  of  the  KISS  report  is  also  a  matter  for  management  judg- 
ment, constrained  by  the  flow  of  corporate  information.  Consideration  should 
be  given  to  arranging  for  special  handling  of  data  requisite  to  KISS  in  order  to 
expedite  the  output.  The  frequency  should  be  great  enough  to  allow  maxi- 
mum response  time  and  minimization  of  the  time  in  which  problems  can 
compound  themselves  or  opportunities  dissipate.  The  greater  the  frequency, 
the  simpler  the  indicators  should  be  in  order  to  cut  both  preparation  and  re- 
view time.  KISS  should  be  a  welcome  management  tool,  not  a  grudgingly  ac- 
cepted burden. 

Who  should  receive  the  report  is  also  a  judgment  call.  The  greater  the  dis- 
tribution, the  more  likelihood  that  important  points  will  be  noted  and  that 
pursuit  of  solutions  and  opportunities  will  be  undertaken.  Knowledge  is  al- 
most always  a  boon  to  managers.  However,  where  sensitive  data  is  or  might 
be  included,  or  where  a  specified  level  of  sophistication  is  required  to  prop- 
erly assess  the  output,  the  distribution  group  should  be  so  confined. 

When  presenting  the  KISS  report,  two  approaches  that  may  improve  its 
value  are: 

1.  Develop  the  indicator  information  into  a  composite  index;  and 

2.  Graph  the  index,  both  to  catch  its  trend  and  to  compare  with  graphs  of 
actual  results,  so  that  the  accuracy  of  the  system  can  be  consistently 
evaluated. 
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The  following  example  illustrates  the  basics  of  a  KISS: 

A  company  engaged  in  manufacturing  chemical  cleaners  for  industrial  sale 
has  developed  the  following  8-piece  KISS,  based  on  regression  anal\  sis,  man- 
agement input  and  graphic  analysis: 

Item  1:  Salesmen  Customer  Calls  (Week's)  as  an  indicator  of  sales. 

Item  2;  Average  Age  of  Accounts  Receivables  as  an  indicator  of  cash  flow 
and.  with  Item  8.  profits. 

Item  3:  Back  orders  as  an  indication  of  sales  and  operating  efficiency. 

Item  4:  Water  consumption  (Week's)  as  an  indication  of  inventory  levels 
and  production,  since  almost  all  inventor)-  items  are  made  with 
water,  which  is  metered. 

Item  5:  Dow  Jones  Spot  Commodity  Index,  which  is  used  as  an  indicator 
of  price  and  cost  pressures,  particularly  for  raw  materials. 

Item  6:  Gross  Payroll  (Latest  Week)  as  an  indicator  of  expenses  antl  prof- 
its. 

Item  7:  Purchase  Order  Values  written  (Week's)  as  a  measure  of  expenses, 
inventory  levels  and  profitability,  especially  cash  flow  profits. 

Item  8:  Cash  on  Hand  as  a  measure  of  profitability,  as  the  business  main- 
tains a  fairly  stable  amount  of  fixed  assets,  so  that  cash,  assuming 
fairly  stable  receivables  age  (Item  2).  is  a  goml  mdicator  ol  pro- 
fitability. 

Tlie  following  rei>ort  is  issued  on  a  weekly  basis: 


COMPANY 
KISS  REPORT 


Dili  \U\m4  Ocl    7.  19XX 
itltn 

Stltimtn  UIU 
Avg   Agi  Rtctiv 
Back  Ordtfi 
Wile  Coniumptlon 
OJ  Spot  Commoa 
Groii  PiyroH 
P  0   tVilu* 
Cith  on  Htnd 
Compoiltt  Avg 


For  WMk  Ending   S«pl   }0.  t9XX 


IHm 
No 


Amount     _     INDEX 

This  WMk  Wwk   Wk  Ago  Mo   Ago 


219 
43i)lYi 


9/23-9/30 

Al  9/30 

At  9/30 

9/23  9/30    IB433gil 


109 
96 


At  9/30 
9'23  9  30 
9/23-9/30 
At  9/30 


131  Ordtri  134 
162 
14S 
16« 
187 
132 


365  91 
»8  743  13 
t  68  944 
$132  334 


141 


112 
96 
130 
160 
148 
166 
143 
152 
138 


111 
96 
123 
144 
148 
164 
161 
134 
135 


Y(  Ago 
110 
100 
118 
132 
178 
158 
164 
129 
136 


WMkly  NoWl  S»ltiniin  Smith  on  vicillon  btglnning  9/28  Mott  tack  ortJ.n  tn  on. 
Mm  P.O0UC1  V  ..iMlng  d.tl*t.>  ol  R«.  M«.rUil  0  C.-lo.d  o.d..  pl.cd 
U»l  w»«Hor  Miltrul%  Drop  in  Ulh  f.lltcll  month  «n(J.«ptnMI  p-imitl 
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OTHER  FORECAST  METHODS 


A  few  comments  are  in  order  here  on  some  of  the  finer  points  that  may  be 
apparent  from  the  example. 

An  item  hke  Accounts  Receivable  Average  Age  is  on  an  inverse  index;  i.e., 
as  the  age  increases,  the  index  drops,  as  an  increase  in  age  is  an  unfavorable 
development.  It  is  used  instead  of  just  gross  receivables,  as  an  increase  in 
gross  receivables  would  be  a  favorable  development  if  due  to  sales  growth, 
but  unfavorable  if  due  to  a  slowdown  in  collections. 

Although  the  Dow  Jones  Spot  Commodity  Index  is  already  in  index  form,  it 
is  re-computed  to  put  it  on  a  basis  comparable  in  time  for  the  company.  The 
base  period  of  the  first  report  issued  under  KISS  is  given  a  value  of  100  for  all 
items.  In  the  event  that  the  index  number  gets  too  large,  the  easy  thing  to  do 
is  divide  by  a  common  denominator  to  bring  the  indices  back  into  reasonable 
values. 

A  comments  section  is  certainly  appropriate  if  meaningful  information  can 
be  quickly  conveyed.  For  the  most  part,  however,  the  numbers  should  speak 
for  themselves. 

In  this  particular  example,  it  appears  that  the  company  is  experiencing  a 
moderate  uptrend,  on  the  whole,  comparable  to  previous  periods.  The  one 
problem  that  appears  to  require  some  thought  is  the  receivables  age,  as  the 
decline  in  the  index  indicates  the  age  is  stretching  out. 


OTHER  FORECAST  METHODS 

In  addition  to  mathematical  and  statistical  techniques,  there  are  people.  An 
interesting,  but  too  infrequently  used  approach,  is  the  management  or  em- 
ployee survey  as  a  regular  and  ongoing  forecast  tool.  While  this  may  seem  to 
some  to  be  a  subject  more  in  line  with  industrial  psychology  than  finance,  the 
finance  man  can  find  real  value  in  this  technique.  The  perception  and/or  the 
fact  of  success,  opportunity  or  problem  in  one  area  can  have  major  impact  on 
surrounding  areas  or  the  company  as  a  whole.  Of  course,  such  a  survey  may 
have  other  purposes,  such  as  measuring  employee  morale,  but  that  is  beyond 
the  finance  function. 

Whether  a  sampling  or  a  universal  poll  is  superior  will  vary  by  company. 
The  appeal  of  the  sample  is  speed  and  cost  saving.  For  companies  testing  the 
polling  technique,  it  would  be  wise  to  analyze  the  poll's  projections  against 
future  results,  and  against  mathematical  indicators.  Consultants  might  also  be 
retained  in  this  area,  to  help  determine  the  best  format  for  the  poll. 

If  sampling  is  to  be  used,  care  must  be  taken  to  be  sure  that  the  sample  is 
properly  chosen.  In  this  case,  that  does  not  necessarily  mean  a  representative 
sample  in  relation  to  the  entire  company,  because  only  a  select  employee 
group  (e.g.,  supervisor  or  above)  or  a  select  area  (e.g.,  headquarters  staff 
only)  may  be  found  to  be  the  most  accurate  in  its  aggregate  opinion. 
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The  good  fiiiancial  pollster  will  be  alert  lor  these  problems: 

1.  Responses  based  on  what  the  respondent  believes  management  or  the 
poll  taker  wants  to  hear,  as  opposed  to  what  the  respondent  really  thinks. 
While  anonymit)  will  reduce  this  danger,  it  also  may  weaken  the  value  of  the 
poll,  because  it  will  be  dillicult  to  trace  where  opportunities  or  problems  are 
perceived.  The  best  defense  is  clear  communication  of  intent  coupled  with  a 
healthy  management  outlook.  If  that  is  not  possible,  then  the  poll  is  probably 
not  a  useful  idea. 

2.  Misunderstanding  of  terms.  P'or  example,  if  asked.  "Do  \ou  think  the 
c-ompany  will  have  a  good  year  ne.xt  year?"  some  managers  ma>-  think  a  profit- 
able year  is  good  while  others  consider  a  year  good  only  if  earnings  per  share 
increase  by  at  least  10%. 

Again,  the  kev  is  communication.  Resiiomlcnts  niav  ic(iuire  some  educa- 
tion in  the  ground  rules  of  the  poll.  Care  in  the  dcNclopment  of  (,ucstions  is 
also  of  equal  importance.  One  way  to  determine  the  differences  in  perspec- 
tive is  to  ask  for  an  appraisal  of  a  past  or  present  situation,  on  which  tacts  are 
generallv  known.  Another  more  effective  step  is  to  avoid  the  use  of  (juestions 
that  elicit  subjective  answers.  The  best  way  to  ask  the  example  question 
would  be;  "Do  you  think  the  company  will  increase  its  earnings  per  share 
next  year  by  at  least  WAY' 

The  frecpiency  of  such  a  poll  slunikl  not  be  greater  than  monthly.  Whatever 
the  fre(|uency.  remember  this  is  but  one  forecasting  option,  which  should  In- 
viewed  in  the  context  of  the  entire  forecasting/information  network. 


INTERNAL  AUDIT  AS  A  BALANCE  WHEEL 

In  using  the  information  network,  periodic  independent  appraisal  of  its  effec- 
tiveness is  a  tonic  for  insuring  its  integrity  and  vitality  The  internal  audit 
units  of  most  c-ompanies  are  used  almost  exclusively  for  operational,  internal 
control  and  nnancial  auditing.  The  additional  purpose  they  can  s<  n.-  in  iUc 
use  of  the  information  network  is  as  "decisional  auditors. 

This  i«Ttainly  does  not  mean  evaluative  revi.w  of  management  d«-cisions  or 
secondguessing.  nor  does  it  mean  spying  and  fault-finding.  It  is  not  an  «'Xi»mi- 
nation  of  the  "what"  of  decisions.  Decisional  auditing  explores  tlu-  "liow"  of 
decision-making  with  ••mphasis  on  infbrniali(m  flow  and  utility.  It  sciutini/es 
what  information  is  relied  upon,  how  timely  that  informalicm  is.  how  acvnrate 
it  is,  how  it  is  manipulal<-d  and  how  it  innuences  the  decision.  An  extremely 
dilliciilt  part  of  this  prm-ess  is  dcl.rmining  what  inlormalion  is  missing,  whv  it 
is  missing,  how  crucial  it  is  and,  most  ini|)oitai.llv,  how  it  ( .m  l)c  di-vdoprd  m 
a  suitable  fashion  lor  future  similar  needs 
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Although  some  internal  auditors  may  feel  uncomfortable  with  such  a  role, 
the  financially  trained  auditor  is  an  ideal  candidate,  for  this  "balance  wheel" 
function.  His  understanding  of  financial  dynamics  provides  a  valuable  back- 
drop directing  analysis  at  the  bottom  line  thrust  of  decisions.  Internal  control 
audit  procedures,  including  flow  charts  and  responsibility  write-ups  are  easily 
adapted  to  decisional  auditing.  No  other  unit  will  have  the  mandate  or  experi- 
ence to  cut  horizontally  across  the  entire  company  to  trace  information  flow, 
information  demand  and  information  use. 

In  choosing  which  decisions  or  decision  processes  to  audit,  the  audit  unit 
should  be  careful  to  evaluate  apparently  good  ones  as  well  as  apparently  defi- 
cient ones.  Each  has  its  own  lessons. 

The  basic  steps  of  decisional  auditing  are: 

1.  Determine  the  players  and  their  roles.  Find  out  not  only  who  is  in- 
volved in  the  decision  and  information  flow,  but  how  they  are  involved  in 
terms  of: 

A.  Responsibility  for  making  the  decision 

B.  Responsibility  for  intentionally  influencing  the  decision  (e.g.,  as  a 
staff  man) 

C.  Opportunity  for  influence  (i.e.,  by  providing  or  omitting  informa- 
tion) 

D.  Freedom  from  conflict  of  interest  (i.e.,  how,  if  at  all,  will  any  out- 
come affect  the  role-player's  status,  budget,  income,  etc.) 

2.  Determine,  preferably  by  flow  chart,  how  information  is  requested  and 
channeled.  Evaluate  efficiency  of  this  flow. 

3.  Evaluate  the  quality  of  information  in  terms  of: 

A.  Is  the  information  accurate?  Is  it  devoid  of  errors,  misrepresenta- 
tions and  biases?  Does  it  state  truth? 

B.  Is  the  information  timely?  Do  you  have  the  information  soon 
enough?  Is  it  received  on  schedule? 

C.  Is  the  information  complete?  Do  you  receive  all  the  information  you 
need?  And  not  so  much  as  to  bog  you  down  in  useless  detail? 

D.  Is  the  information  consistent?  Does  it  lend  itself  to  comparison  with 
previous  periods  and  other  like  data?  Can  you  compare  apples  to  ap- 
ples? 

E.  Does  the  information  lead?  Does  it  have  a  purpose?  Is  it  devoid  of 
useless  trivia?  Can  you  seize  it  and  know  whom  to  contact  and  what 
to  do? 

F.  Is  it  readily  susceptible  to  analysis?  Is  it  orderly?  Is  it  presented  in 
both  form  and  substance  in  as  simple  a  manner  as  possible  without 
dilution  of  meaning  or  oversimplification? 
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4.  Determine  if  the  information  is  properly  used. 

A.  Does  newer  (or  older)  information  receive  disproportionate  atten- 
tion? 

B.  Does  information  from  one  source  receive  disproportionate  atten- 
tion? 

C.  Is  information  realistically  accepted  and  applied? 

This  is  no  easy  task,  but  the  rewards  can  be  substantial.  The  ability  to  per- 
form decisional  audits  will  vary  to  some  extent  with  the  authority  ijranted  to 
the  audit  team.  There  has  been  much  discussion  in  recent  years  of  the  proper 
organizational  role  and  positioning  of  the  audit  sliilT.  It  is  generally  conceded 
that  the  higher  the  source  of  audits  authority,  the  more  effective  the  audit 
unit  can  be  in  proceeding  with  assigned  tasks,  whatever  they  may  be.  It  is  in 
keeping  with  the  expanding  role  of  the  internal  audit  function  to  encompass 
this  strategic  analytical  responsibility. 

PROBLEM  AND  SUCCESS  PINPOINTING 

Too  manv  outfits  concentrate  simply  and  solely  on  what's  gone  wrong.  Many 
a  Management-fey-Objective  program  has  been  inadvertently  converted  into 
a  Managcment-by-Exception  program  when  too  much  attention  has  been  de- 
voted to  seeking  failures.  While  failure  has  its  lessons,  so  too  does  sutxess. 
Tlie  trick  is  to  deduce  the  elements  of  successful  operations  and  duplicate 

them. 

Tlie  nuts  and  bolts  decisional  analysis  of  what  makes  this  program  or  that 
system  work  will  vary  by  company  anil  industry.  Ihe  merit  of  these  analvses 
will  be  very  much  a  function  of  what  expertise  is  brought  to  lu-ar  on  the  prob- 
lem by  decision-makers  and  analysts.  This  cannot  be  completely  controlled 

What  is  more  subject  to  control,  however,  is  where  they  devote  their  atten- 
tion, which  should  be  to  the  ac  tivities  whose  problems  and  successes  offer  the 
greatest  potential  for  affecting  the  fortunes  of  the  comiiany.  Having  devel- 
oped an  efficient  and  effectiv.-  i,.formation  network,  as  iree  as  i>ossible  from 
distortion,  it  is  time  now  to  put  that  network  into  operation  tracking  and  d.i  i- 
phering  problems,  opi^ortunitics  and  successes. 

The  essence  of  this  analysis  is  variance,  i.e.,  pinpoinlmg  those  pn.grains. 
operations  and  activiti.-s  whose  measurable  characteristics  depart  h<.ni  llu- 
norm.  In  most  cases,  variances  are  ihoughl  of  in  i.Iation  to  budgets,  wiui  1. 
are  one  normative  value.  However,  llu-  pn.p.'u.lu.g  under  cnsuleration  her.- 
is  broader  in  scope,  exannnmg  p<ri.)rn.ance  in  sev.-ral  dill.i.-nl  (..i.l.vts; 

I.    hilraunil  Sorttw.    .\iialvsis  <>l  llie  innl'sowu  slandar<ls. 
A     I'int  Uislonj     Compared  to  present  operations, 
b.   liudt^rt.s    (;ompar<<l  to  present  actual  tiperations. 
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2.  Intracorporate  Norms.  Analysis  of  the  unit  against  other  company 
segments. 

A.  Unit-to-unit  comparisons. 

B.  Comparison  to  corporate  averages. 

3.  Extracorporate  Norms,  Analysis  of  the  unit  against  external  stan- 
dards, such  as  industry  standards. 

For  each  unit,  an  analytical  profile  is  developed,  rating  performance  in 
terms  of  both  input  and  output.  In  most  cases,  absolute  values  alone  are  not 
as  useful  as  when  related  to  each  other  showing  cause  and  effect.  To  put  this 
in  an  elementary  example,  comparing  dollar  profits  in  Company  A  against  av- 
erage industry  profits  is  a  futile  exercise  without  reference  to  Company  As 
size,  sales  and  resources  against  like  industry  averages. 

The  elements  of  the  profile  will  vary  with  the  type  of  unit  under  considera- 
tion. Carried  to  extremes,  the  unit  could  be  an  individual,  whose  output 
would  be  expressed  as  a  function  of  several  parameters,  (e.g.,  salary,  experi- 
ence, etc.),  and  compared  against  other  individuals.  However,  that's  really  a 
personnel  function.  Accordingly,  the  place  to  start  is  with  the  department, 
moving  up  through  division,  subsidiary  and  group  (as  applicable)  to  entire 
corporation. 

There  are  three  basic  output  standards,  which  can  each  be  subdivided  in  a 
number  of  ways,  again  subject  to  company  and  industry  circumstances.  The 
three  output  standards  and  some  sample  subdivisions  are: 


Profits 


Sales 


Production 


Gross  Profits 
Pretax  Profit 
Net  Profit 
Earnings  per  Share 
Cash  Flow  Profits 


Total  Sales 
Net  Sales 
Total  Accounts 
Total  Transactions 
Unit  Sales 


Unit  Production 
Salable  Units  Produced 
Inventory  Value  Produced 
Sales  Value  Produced 


Production  can  of  course  be  in  terms  of  service  performed,  such  as  area 
cleaned  for  a  janitor,  pages  typed,  calls  taken  by  a  receptionist,  etc. 

There  are  also  three  basic  input  standards,  which  can  also  be  refined  in  a 
variety  of  ways.  For  example: 


Assets 


Total  Assets 
Tangible  Assets 
Productive  Assets 
Type  of  Asset 
(e.g.,  machinery) 


Expenses 


Personnel 


Total  Expenses 

Direct  Expenses 

Indirect  Expenses 

Type  of  Expense 
(e.g.,  advertising 


Total  Personnel 
Manhours 
Overtime  Hours 

Type  of  Personnel 
(e.g.,  engineers) 
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The  norms  used  in  the  profile  are  ratios  of  these  input  and  output  stan- 
dards. A  sample  form  for  this  analysis  is  shown  lielow: 


OMjIon:  CUTLERY 


Row  llw 

1  Total  Assets 

2  Tang  Assets 

3  Total  Expense 

4  Direct  E«p 

5  Indir   Eip 

6  Payroll  Exp 

7  SuppHes  Exp. 

8  Total  Pers  • 

9  Total  Manhours* 
10  Produc  Hours* 


Amounts 

25  000,000 

20,000  000 

19,000,000 

14,000,000 

5,000.000 

7.000,000 

3.000,000 

500 

21,000 

16,000 


XV2  COMPANY 
DIVISIONAL  PROflLE 


Col  1 
Pretax 
Profit 


25  00 

20  00 

19  00 

14  00 

500 

7  OO 

300 

2000 

47  62 

62  50 


Co*  2 
Total 
Sales 


Co(  3 

Total 

Accounts 


>0,000.000 

20.000 

1  25 

1.250 

1  00 

1.000 

095 

950 

0  70 

700 

0  25 

250 

0  35 

350 

0  15 

150 

40,000 

40 

952  38 

0  95 

1250  00 

125 

Col  4 

Production 

Total  $ 

18.000.000 
1  39 
1  11 
106 
0  78 
0  28 
0  39 
0  17 
36.000 
857  14 


Period:  Yeir  19XX 


Col   5 

Units 

Produced 

185.000 

135  14 

108  11 

102  70 

75  68 

27  03 

37  84 

16  22 

370 

8  81 


Col   6 
UifitsNet 
Produced 

180.000 

138  89 

111  11 

105  56 

77  78 

27  78 

38  89 

16  67 

360 

8  57 


Hows  1-7  are  calculated  flow  divided  by  Column  For  example 
available  to  produce  $1  OOotptotIt  Rows  8- 10  (marked  with  an  ■ 
example.  Item  8.1  shows  profits  ot  $2,000  per  employee 


Mem  1,1  is  interpreted  as  $25  00  ol  total  assets  were 
)  are  calculated  reaprocally.  Column  divided  by  Row  For 


Having  developed  a  profile,  the  contents  shouKl  he  individually  eompared 
in  each  of  the  contexts  considered  worthwhile.  Continmiig  with  the  example: 


XYZ  COMPANY 

CUTLERY  DIVISION 

Profile  Element  ASSETS  PER  J1  00  PROFIT 

Year  19«9  -  $25  00 


Put  Htslory: 


19k4        19x5        19x6        19x7        19x8      Ay»f«9»       19x9 
2480         23  70         23  50         24  40         25  20         24  32         25  00 
%  change  versus  average  2  80%  Increase 
%  change  against  prior  Year  0  79%  Decrease 

BudgeL 

Budgal  $24  85        Variance  0  35  Over        %  Variance   1  42%  Ov»r 
DMilonil  Compiftaoni  lor  19«9 

Rtitol 

Comparty 

Divuloni         netware    Cookware  Tabttware     Pottery      UtenalU      Aw'tje 

ig.g  2130         18  65         24  90         19  35         26  40         22  12 

Cutlery  %  117  4  134  0  100  4  129  2  94  7  113  0 

induitry  Average 

Industry  Average   22  40 


^utlery 
25  00 


Verlanca  2  80  Over        %  VerlaiKe   11  81  Ov»r 


Analyzing  this  profile  element  comparison,  if  api^ars  that  hv  most  mea- 
sures the  C.ith-rv  Division  is  substandard.  It  is  the  lilth  i><H)rest  perionuanct- 
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of  the  last  six  years,  over  budget,  worse  than  current  corporate  and  industry 
averages  and  fifth  out  of  six  divisions. 

Each  profile  element  is  compared  in  turn.  Management  follow-up  is  aimed 
at  upgrading  those  elements  that  are  deficient  in  each  unit  and  finding  out 
what  steps  the  successful  divisions  took  where  their  performance  is  superior, 
to  pass  along  to  the  deficient  areas. 

Looking  a  little  more  closely  at  the  example  to  so  follow-up,  several  ques- 
tions could  be  pursued  on  this  issue,  to  find  out  the  "why "  behind  these  ap- 
parently unfavorable  statistics: 

Is  asset  utilization  proper? 

Does  the  division  have  excess  assets  that  should  be  disposed  of? 

Are  assets  kept  in  good  operating  condition? 

How  does  the  age  of  these  assets  compare  wdth  other  divisions? 

With  past  years? 

With  averages? 

Are  there  extenuating  circumstances  that  affected  performance? 

Are  the  responsible  personnel  adequately  trained  and  capable? 

There  are,  of  course,  many  more  questions  that  can  be  asked,  and  each 
question  may  lead  to  others.  In  any  event,  all  the  questions  will  fit  into  one  of 
five  categories: 

1.  Conceptual,  Does  the  unit's  mission  fit  with  the  general  business 
plan? 

2.  Operational.  Is  the  system  logical,  streamlined  and  efficient? 

3.  Personnel.  Are  the  responsible  people  adequate  for  the  task? 

4.  Resources.   Have  sufficient  and  appropriate  resources  been  provided? 

5.  Controllability.  Is  the  situation  within  the  company's  control?  (e.g., 
affected  primarily  by  economic  conditions?)  If  not,  how  can  control  be 
gained? 

These  categories  are  useful  and  appropriate  as  a  frame  of  reference  for 
determining  where  actions  should  be  directed.  As  questions  are  asked,  their 
thrust  should  be  categorized  so  that  a  pattern  can  be  found,  and  the  source  of 
the  problem  or  success  can  be  traced. 

The  example  given  here  is  convenient,  as  sales,  profits  and  production  can 
all  be  allocated  to  a  division  of  this  kind.  Unfortunately,  meaningful  allocation 
of  all  three  standards,  or  even  one  output  standard,  cannot  always  be  accom- 
plished. For  example,  the  work  of  the  Legal  Department  is  difficult  to  quan- 
tify in  a  sensible  way.  Cases  won  or  suits  instituted  are  hardly  a  measure  of  le- 
gal acumen  or  performance.  In  fact,  the  ideal  legal  unit  may  well  be  the  one 
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that  prevents  the  company  from  ever  needing  to  go  to  court  as  either  defen- 
dant or  plaintiff. 

In  such  cases,  two  alternatives  are  a\ailal)le: 

1.  Use  absolutes.  Measure  strictly  in  terms  of  input. 

2.  Use  the  output  standards  of  the  smallest  unit  in  which  the  subject  unit 
is  contained.  For  example,  if  the  Legal  Department  is  part  of  a  divi- 
sion, to  which  a  specific  amount  of  profit,  sales  and/or  prwluction  can 
be  allocated,  then  use  divisional  output  standards  with  departmental 
input  standards  to  develop  the  norm  ratios. 

The  illustrative  example  given  here  is  abbreviated.  The  actual  comparisons 
that  might  be  usefully  developed  in  the  real  world  will  probably  be  substan- 
tially more  detailed.  With  data  processing  equipment,  they  can  usuall>  be 
developed  in  fine  detail  with  relative  ea.se. 

Once  problems  are  pinpointed,  the  concentration  for  solution  siiouUl  be 
prioritized  considering  three  jMincipal  lactors: 

1.  Materiality  in  terms  ol: 

A.  Unit  size 

B.  Net  Cost 

C^   Potential  Gain 

2.  ,\nticipated  ease  of  solution  in  terms  of; 
A.   Time  to  produce  solution 

l\.    Resources  to  produce  solution 
,3.    Pressing  need 

Beware  the  last  of  these,  lest  ti..'  n.n.p.uiN  ruui  itscll  ..iMT.itu.g  will,  crisis 
manag.-ment,  fragmenting  its  ellorts  .-verv  tiuu-  a  new  report  conus  out.  The 
specifics  of  arriving  at  these  priorities  will  again  hr  a  hmction  of  manag.-m.-nt 
judgment. 

Tlie  fre<|uency  of  profiling  may  well  hv  more  ii  v.|ucnl  than  aiumally.  Some 
profiling  should  be  strictly  for  monitoring  puriioses,  because  priorities  can 
change-  with  each  report  an<l  c.uld  als..  pn.duc,-  fraguu-ulation  in  correction 
an<l  improvf-nu-nt  eflorls. 

With  the  information  network  and  pn.hhng  it  yicUls,  it  is  now  p..sMl.lc 
to  proceed  from  the  strategic  fran..w..rk  I.,  ih.-  individual  tactical  problcn. 
solving,  focusing  on  the  c-ompon<nts  <>l  (onipuiv  ai  livily. 


chapter  Two 

SECRETS  OF  SUCCESSFUL  CASH 
MANAGEMENT 


Cash  is  the  quintessential  current  asset.  The  goal  of  cash  management  is 
threefold: 

1.  Funnel  cash  into  the  profitable  operation  of  the  business,  i.e.,  provide 
sufficient  working  capital. 

2.  Collect  and  conserve  cash  for  future  operational  use,  i.e.,  maintain 
sufficient  reserves  that  will  permit  the  company  to  seize  opportunity 
and  cushion  the  company  against  hard  times. 

3.  Invest  idle  cash  to  make  it  productive,  i.e.,  make  the  function  of  cash 
management  a  profit  center  in  and  of  itself. 

In  examining  these  three  goals,  cash  management  must  be  correlated  to 
overall  corporate  strategy.  The  various  demands  for  funds  enumerated  in  the 
previous  chapter  set  the  fundamental  strategy  of  cash  management.  The  sub- 
strategies  and  tactics  examined  here  are  designed  to  service  the  basic  mis- 
sions of  cash  flow,  allowing  an  organization  to  do  more  within  the  constraint 
of  its  resources. 

FOUNDATION  FOR  CASH  ACCOUNTS  POLICY 

Working  from  the  postulate  that  cash  management  is  a  support  function,  the 
matrix  of  accounts  chosen  should  be  that  which  best  serves  the  organization. 
It  should: 
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A.  Maximize  positive  cash  flow, 

B.  Offer  sufficient  accessil)ility, 

C.  Provide  security,  and 

D.  Limit  the  cost  of  accomphshinji  these  goafs. 

The  components  of  the  matrix  are: 

1.  Central  Accounts.  These  are  the  general  purpose  I)ank  accounts  which 
serve  as  the  fulcrum  of  cash  management. 

2.  Collectinfi  Accounts.  These  accounts  are  strategically  Icxatcd  to  mini- 
mize collection  time. 

3.  Disbursement  Accounts .  These  ac-counts  are  designed  to  maximize  cash 
retention  time  and  to  segregate  funds  to  provide  control  and  security. 

4.  Reserve  Accounts.   Used  for  hmds  storage  and  special  purix)ses. 

The  character  of  the  matrix  (i.e..  the  number  and  complc\i(\-  of  accounts) 
will  van.'  with; 

1.  Lines  of  business,  both  as  to  number  and  nature 

2.  Cash  flow  volume 

3.  Geographic  trading  area  of  the  business 

4.  Organizational  format 

5.  Corporate  size 

6.  Hegulatory  recjuirements 

7.  SiK-cial  needs 

As  each  of  the  account  types  is  explored,  the  nnpact  of  tliesc  p.u.unct<MS 
uii!  !)<•  discussed. 


GENERAL  PURPOSE/CENTRAL  ACCOUNTS 

In  tlif  sm.illcr  operation,  there  may  be  luit  one  ac-count.  which  is  used  for  all 
purijoses.  If  the  volume  of  activity  is  not  large  enough  to  support  the  cost  of 
additional  airounts,  th<n  a  single  atvount  is  sufficient.  The  kinds  of  cx)sts  that 
are  generated  bv  multiple  accounts  incluih'  reconciliation,  clu-ck  printing. 
bank  charges  and  administrative  tim«-.  Th«-r.-lore.  the  f»-w<M  th«-  acvoui.ls.  ihr 
low«T  tlu"  c<isls 

Kaeh  imit  that  is  entitled  to  any  dcgrei-  oIc.inIi  .uiI.>iioiu\  iireds  .t  iciitiai 
anouiit  for  ovrrull  etmtrol.  Cash  maintained  in  non  central  aiomnts  (ic. 
( (>lli<  ting,  disbursing  and  rfserxc  accounts)  shoulil  be  kept  to  a  minimum. 


COLLECTING  ACCOUNTS 
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The  supreme  account  is  the  headquarters  central  account,  through  which  fi- 
nal control  is  exercised  over  all  subsidiary  central  accounts.  Conceptually, 
the  layout  of  accounts  might  appear  like  this: 


CORPORATE  ACCOUNTS  LAYOUT 


COLLECTING  ACCOUNTS 


Collecting  accounts  are  located  primarily  on  the  basis  of  minimizing  collec- 
tion time,  i.e.,  the  time  in  which  a  check  is  cleared  and  converted  into  spend- 
able cash.  The  frequent  method  for  accomplishing  the  goal  is  the  well-known 
lock-box  setup.  A  lock-box  arrangement  is  one  whereby  a  bank  is  empowered 
to  receive  and  process  payments  directly  into  the  payee's  account.  The  bank 
saves  the  payee  the  time  involved  in  processing  mail  and  depositing  funds. 
An  even  greater  savings  is  available  if  the  lock-box  bank  is  located  near  the 
customer,  especially  if  the  payor's  bank  and  the  lock-box  payee  are  in  the 
same  Federal  Reserve  District. 

Once  the  funds  are  cleared,  they  are  wired  to  the  central  account,  which  is 
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reported  daily  by  that  central  ac-count  hank.  Tin-  aniouiits  wired  will  etnial  all 
the  funds  in  the  collecting  account. 

There  is  a  fee  for  lock-box  ser\ices  charged  by  the  bank,  so  that  the  Nohnne 
collected  must  justify  use  of  tiie  lock-box: 

F  +\V<(t)(i)(V) 

where:     F     =    Lock-box  fees  per  month 

VV   =    Wire  charges  per  month 

t      =   Time  saved  in  da\  s  on  the  average  transaction 

i  =  Interest  rate  per  day  eanied  on  available  funds  (which  may 
be  considered  to  be  interest  saved  on  finids  not  borrowed 
because  of  the  availability  of  lock-box  moneys) 

V    =    Dollar  volume  collected  per  month 

If  the  l(K-k-box  is  not  purely  priced  at  a  Hat  rate,  but  includes  a  transaction 
charge,  the  formula  is  modified  to: 

F  +  W  -h  (T)  (C)  <  (t)  (i)  (V) 

with  the  additional  variables: 

T    =    Number  of  transactions 
C   =   Charge  per  transaction 


For  example 


F  =  $50.(K)  per  month  Hat  rate  charge 

C  =  KV  per  transaction 

T  =  3(K)  transactions  per  montli 

W  =  $105  per  numth  ($5.()<)  jicr  wire.  21  ilays  per  month) 

I  =  Time  saving  of  three  (la\s  on  average 

i  =  12%peraruiinn 

V  =  $3(K),(KX)  per  iiiDiitll  I  nlle»  ted  tluouuii  tiu'  ac  eount 

Ilierelore: 

$.5()  -»-  $105  -(-  (100)  (300)  <  (3)  (.12/365)  ($3(H).(KX)i 
$185  <  $295.  H9 

•SavMigs  per  mnntli 

$29,5.89        $1S.1.(HI        $11089 

.Savings  |)er  year: 
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$110.89  X  12  =  $1330.68 

Of  course,  the  analysis  is  conducted  for  each  lock-box  account.  If  an  ac- 
count turns  out  to  be  unjustified,  its  activity  should  be  routed  to  the  geo- 
graphically closest  account  in  order  to  get  the  next  best  time  savings. 

A  second  part  of  lock-box  processing  is  transfer  control.  In  the  preceding 
example,  it  was  assumed  that  one  transfer  was  made  on  every  business  day. 
In  fact,  less  frequent  transfers  might  be  more  economical.  To  be  sure,  a 
break-even  level  of  deposits  to  be  accumulated  for  transfer  can  be  derived  us- 
ing another  formula: 

CE  _  (c)  (0  (d) 

(r)  (e) 

where: 

c   =  Cost  per  transfer  (the  wire  charge) 

f   =  Marginal  number  of  transfers  per  year 

d  =  Number  of  banking  days  per  year 

r   =  Net  annual  Rate  of  Return  on  funds  in  the  central  account 

(for  convenience,  the  same  as  i  in  the  preceding  example.) 
e  =  Incremental  improvement  in  available  balances  resulting 

from  each  transfer. 

Focus  for  a  moment  on  the  last  variable  "e."  Assume  that  a  lock-box  bank 
is  transferring  funds  twice  a  week,  Monday  and  Thursday.  Hence,  funds  de- 
posited Monday  are  available  the  same  day,  Tuesday's  funds  are  not  avail- 
able until  Thursday,  the  next  transfer  day,  and  so  on: 

Mon.       Tue.       Wed.       Thu.        Fri.        Sat.        Sun. 
Transfer  Day  x  x 

Days  Till  Transfer  0  2  10  3  2  1 

Summing  the  days  of  idleness  and  dividing  by  days  per  week  yields: 

0-l-2+l  +  0  +  3-l-2-Fl=9/7 


Now  consider  three  transfers  per  week  on  Monday,  Wednesday,  and  Fri- 
day: 

Mon.        Tue.        Wed.        Thu.        Fri.        Sat.        Sun. 
Transfer  x  x  x 

Days  Till  Transfer  0  1  0  10  2  1 
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Summing: 

0+1  +  0+1  +  0  +  2+1=5/7 


The  improvement  equal  to  "e"  is: 

9/7  -  5/7  =  4/7 

Returning  to  the  formula: 

c    =  $5.00  wire  duirge 

f    =  52  (1  acklitional  transfer  per  week,  52  weeks  per  year) 

(1  =  260  clays 

r    =   12%  per  year 

e  =  4/7 

(^)(0(d)  =   (5-00)(52)(2^^»  ^   $985,833.33  acUlit,onal  deposits  per  vear 
(r)  (e)  (12)  (4/7) 

$985,833.33/52  =  $18,958,33  additional  transfers  per  week 
$18,958.33/3  =  $6,319.44  of  additional  deposits  per  transfer 

Theoretieally,  one  would  prefer  to  eheck  these  ealeulations  for  eaeh  de- 
posit. In  fact,  that  would  slow  down  the  transfer  process,  negating  the  entire 
concept.  Practically,  a  calculation  is  in  order  wlicii  interest  rates  inatcriallv 
change. 

While  the  marginal  sum  realized  in  transfer  cost  savings  may  h<-  relati\el\ 
small,  the  total  savings  per  year  over  a  inunher  of  remote  accounts  may  add 
up  to  a  healthy  savings. 

Point  In  remcvihcr.  Miikr  sure  the  siistnn  i.s  Pcxihir.  so  that  a  sudilni  need  for 
oil  rash  available  van  hv  quickU,  fxllrd.  at  least  in  part.  Inj  funds  auHiitinR 
transfer . 

If. I  parliddar  lock  hox  luinsont  lo  he  unjustified,  there  are  souu- other  al- 
ternatives, ihe  lirst  is  llu-  couihming  of  several  aevounis  into  one  llie  sav- 
ings <m  Hal  fees  and  wire  charges  may  olfsel  llu-  costs  of  son.cu  li.il  slow.r  col- 
lection and  still  he  Ix-ttcr  than  ordinary  pr(H«-ssing. 

For  exainpl*-.  lake  tli«-se  two  l<Kk-lK)X  accounts: 
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Account 

#1 

#2 

Fixed  Charge  (f) 

$50 

$45 

Transactions  (T) 

300 

150 

Trans.  Charge  (c) 

lO* 

9« 

Wire  Charge  (W) 

$105 

$84 

Tirne  Saving  (t) 

3  days 

3  days 

Interest  (!) 

12% 

12% 

Volume  (V) 

$180,000 

$90,000 

Formula                (t)  (  i  /365)  (       V      )- 
Saving  (Loss)  #1  (3)  (12/365)  ($180,000)- 
Savlng  (Loss)  #2  (3)  (.12/365)  ($90,000)  - 

-(f )  -(C)     (    T  )  -(  W  )  = 

-  (50)  -(10«)  (300)  -(105)  = 

-  (45)  -  (9«)  (150)  -  (84)  = 

(7.47) 
(53.73) 

Combining  all  the  activity  in  either  account  will  yield: 


Account 

#1 

#2 

(1) 

$50 

$45 

(T) 

450 

450 

(c) 

10« 

9<t 

m 

$105 

$84 

(t) 

26 

2  5 

(1) 

12% 

12% 

(V) 

$270,000 

$270,000 

Formula  (  t  )  (  i  /365)  (       V      )  -  (f   )  -  (  T  )  (  c  )-(  W  )  = 

Saving  (Loss)  #1  (3.0)  (.12/365)  ($270,000)  -  (50)  -  (450)  (10(£)-(105)  =  66.30 
Saving  (Loss)  #2  (3.0)  (.12/365)  ($270,000)  -  (45)  -  (450)  (9«)  -  (84)  =  96.80 


Hence,  consolidating  the  two  accounts  into  #2  will  be  the  most  cost-effec- 
tive. This  particular  example  also  demonstrates  that  the  account  with  the 
larger  volume  or  the  larger  time  saving  will  not  always  be  the  best  for  use  in 
consolidation. 

As  a  rule  of  thumb  when  dealing  with  consolidation,  it's  usually  a  good  idea 
to  try  to  locate  at  least  one  collection  account  in  each  Fed  District,  and,  if 
possible,  in  the  same  city  as  the  Federal  Reserve  Bank  or  a  Federal  Reserve 
Branch  for  that  District,  as  that  will  tend  to  reduce  clearing  time.  These  are 
the  Districts  and  cities: 
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DiSI 

HQ  Crty 

Branch  Cities 

Area  Covered 

1 

Boston 

None 

New  England  encept  Western  Conn. 

2 

New  York 

Burtiio 

N  Y  ,  Western  Conn  ,  No    N  J 

3 

Phila 

None 

East  Pa  ,  So  N  J  .  Del 

4 

Cieval 

Cinn  .  Pitis 

West  Pa  .  Ohio,  East  Ky 

5 

Richmond 

Bait  .  Charlotte 

Md  .  Va  .  0  C  .  W  Va  .  N  C  .  S  C 

6 

Atlanta 

Birmingham. 
Jacksonville. 
Nashville. 
New  Orleans 

East  Tenn  .  Ga  .  Fia  .  All., 
So  Miss    So  La 

7 

Chicago 

Detroit 

So   Mich  .  No    Ind  .  No    III  . 
Iowa.  So  Wise 

8 
9 

St   Louis 
Minntip 

Little  Rock. 
Louisville. 
Memphis 
Helena 

West  Ky  .  West  Tenn  ,  So   III  .  So 
Ark  .  No  Miss  .  Most  ol  Mo 

Mont  .  N  D  .  S  0  .  Minn  .  Peninsula 
N    Wise 

Ind  , 
Mich  , 

10 

Kans  Cy  . 
Mo 

Denver,  OkU 
City.  Omaha 

Wyo.  Neb  .  Colo  .  Kans  .  Okia  .  No 
tar  western  Mo 

N  M 

11 

Dallas 

El  Paso, 
Houston.  San 
Antonio 

N  La  ,  Texas,  S  E  OkIa  .  So  N  M 
S  E    Ariz 

12 

San  Franc 

Los  Angeles. 
Poniand. 
Salt  Lake  City 
Seattle 

Pacillc  Stales  except  S  E  Arizona 

A  second  method  for  upgrading  IcK-k-hoxes  is  the  o.stal)lisliim-nt  of  lolli-c- 
tion  account.s  at  the  banks  used  l>y  the  largest  customers.  By  making  deposits 
at  the  drawee  hank,  elearinR  will  take  plaee  immediately.  Even  the  smallest 
company  can  make  use  of  this  cash  proiliictiDn  techni(iiu'  hy  stiuK  inji  the 
paying  habits  of  the  larger  customers  and  acting  accordingly. 


DISBURSEMENT  ACCOUNTS 

The  dislmrsement  accounts  follow  the  adverse  logic  Stretch  out  as  mtuh  as 
possible  the  clearing  of  draHs  on  the  compain  . 

An  increasingly  t-ommon  strategy  is  the  employment  of  disl)ursemenl  ac- 
counts at  small  banks  in  Federal  Reserve  Districts  farthest  away  froni  where 
bills  are  i)aid  fo.  For  exami^le.  pay  bills  to  vendors  in  New  Kngland  (i:)istrict 
1)  from  a  i)ank  in  Hawaii  or  Alaska  (District  12K  To  make  the  most  of  this  sys- 
tem, the  disbursement  account  bank  must  offer  /cio-balance  disbursing, 
whereby  it  can  draw  on  the  iiaynr's  ccnli.il  atcoimt  s\li<n  cli<cks  arc  fm.illv 
presented  to  the  remote  bank 

A  "It.-mote  Zero-HalaiK.-  Disburs.-in.-iil  System"  hkc  this  ir.imtcs  tiv;lit 
control,  llie  company  has  to  k.-.p  trai  k  ot  ch.-cks  as  present. d  and  r.-ady  lur 
presentalicm.  as  is  essenliallv  rciiuired  to  rect)ncile  all  of  th«-se  acx-ounts  each 
day.  'Ilie  valu<-  of  such  a  syst.-m  can  b<-  <  a!<  i.lal.d  uMiiy;  lh<-  samr  loi  inula  as 
presented  for  lock-box  analysis. 
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A  related  point.  When  faced,  as  a  collecting  party,  with  faraway  disburse- 
ment, consider  revising  your  cash  tenns  to  allow  discounts  based  on  check 
clearance,  not  check  receipt. 

If  zero-balance  is  not  cost-effective  or  is  otherwise  impractical,  it  s  still  a 
good  idea  to  obtain  daily  bank  reports  on  checks  presented.  Daily  control  of 
cash  and  daily  reconciliation  permit  better  cash  planning.  Many  banks  offer 
reconciliation  service,  which  may  be  less  expensive  than  in-house  perfor- 
mance of  the  task. 


PAYROLL  DISBURSEMENT 

A  brief  note  is  in  order  here  about  this  special  area.  Payroll  deserves  separate 
consideration  and  separate  accounts  for  these  reasons: 

1.  Safety.  Payroll  checks  should  include  a  limitation  on  their  face  to 
minimize  loss  through  alteration  (e.g.,  "Not  Valid  For  Amounts  Over 
$1,000").  Such  limitations  are  often  impractical  on  most  other  dis- 
bursement accounts. 

2.  Reconciliation.  The  peculiarities  of  payroll  and  the  uniformity  among 
payroll  checks  makes  reconciliation  difficult  when  mixed  with  other 
checks  and  simplifies  reconciliation  to  payroll  journals  when  segre- 
gated. 

3.  Data  Purity.  Mixing  payroll  with  other  checks  may  distort  informa- 
tion derived  from  accounts.  For  example,  in  calculating  float  (see  be- 
low), payroll  checks  may  improperly  skew  the  data  as  most  payroll 
checks  will  be  cashed  or  deposited  in  a  small  part  of  a  Federal  Reserve 
District,  that  being  where  the  employment  center  is  located. 

4.  Audit.  Segregating  payroll  checks  by  account  saves  audit  time  by 
reducing  sort  processes. 

It  may  also  make  sense  to  have  more  than  one  payroll  account,  divided 
along  one  or  more  of  these  lines: 

1.  Type  of  payroll  (e.g.,  hourly,  piecework,  salary,  commission,  union, 
non-union,  executive) 

2.  Frequency  of  payroll  (e.g.,  weekly,  monthly) 

3.  Payroll  location  (e.g.,  by  plant,  division  or  other  employee  unit) 

4.  Taxing  jurisdiction  (e.g.,  by  state  when  different  withholding  rates  ap- 
ply or  different  reporting  conventions  are  followed.  Withheld  taxes  are 
readily  segregated  for  payment) 
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5.  Audit  subjection  (e.g.,  government  contract  payroll  where  audit  rights 
attach  vs.  payroll  where  no  such  rights  exist) 

Try  this.  Companies  with  thin  cash  flotv  mi^ht  al.so  use  their  piiijroU  accounts 
as  escrow  accounts  for  uHthhoUinf:.  by  transferrinfj,  fiross  jiayroll  (not  net)  into 
the  account  plus  einpknjer  contiihutions  for  social  sccuiity.  This  will  prevent 
the  company  from  runninp,  afoul  of  withholdint:  (le))osit  rciiuircmcnts.  which 
carry  personal  liability. 


THE  MAGIC  OF  FLOAT 

Maximizing  float  by  use  of  remote  disbursement  accounts  and  other  tech- 
ni(iues  is  but  half  the  battle.  The  cash  manager  needs  to  know  what  amounts 
of  cash  float  produces  in  order  to  maximi/e  its  \alue.  Additionally,  the  man- 
ager also  needs  to  know  what  it  costs  to  obtain  that  float  to  achieve  optimum 
profitability  on  the  pnK-ess. 

One  way  to  keep  abreast  of  float  is  by  analyzing  cancelled  checks,  using  a 
matrix  setup  that  looks  like  this  (examiile  asstnnes  acti\itv  in  only  four  Fed 
Districts): 


RECEIVING  FED  DISTRICTS 

Fw)     Oisl    1    Fed     Disl    2    F«d     DIsl    3   f*i    DlSl.  4 
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Into  cadi  matrix  s(|iiare  (im  hiding  each  District  clearing  within  itself )  a 
sampling  (or  entire  run,  if  comimleri/jition  i)ermits)  of  checks  are  entered  and 
an  average  float  calciilat«-d.  Sample  si/e  should  ideally  be  based  on  stalistu  al 
sampling  techni<|ues.  with  iIh-  universe  m  each  case  denned  as  the  total  num 
ber  of  checks  eleare<l  between  each  diser«-c-t  pair  of  l'"e<l  Districts  ov.r  th.' 
sampling  pericHJ.  Sampling  is  Ix-st  doni'  not  m«)r«'  frecpiently  than  montlilv  lor 
"heavy  IralFu  "  pairs  and  not  less  fre(|nently  than  annually  for  all  p,iiis  uliere 
trati.suctions  (Kt  ur  with  some  rcnularilv 


liru^rr  f/ii.  pUfoll.    Each  pair  fr  «  .  Disl    I  to  Disl   2  ami  Piit    I  to  Disl   3  arr 
fuy»  pairs)  irquirni  (/.»  own  sample,  uilh  each  viruTil  as  a  sriiarale  universe. 
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Unless  so  programmed,  the  peculiarities  of  statistical  sampling  are  likely  to 
yield  insufficient  data  and  hence  imperfect  results  for  some  pairs. 


A  refinement  of  float  calculation  uses  predetermined  samples,  composed  of 
color-coded  checks  which  are  sent  at  regular  intervals.  These  intervals  are 
calculated  on  the  statistical  sampling  basis,  using  a  scale  of  expected  transac- 
tion volume.  When  statements  are  returned,  the  color-coded  checks  are  re- 
corded and  analyzed  for  float  as  a  part  of  the  reconciliation  routine. 

Maintain  a  moving  average  record  of  float  as  well  as  a  record  for  the  latest 
transaction  data.  The  average  will  permit  discovery  of  seasonal  trends  and 
variations  and  ofiers  the  possibility  of  correlation  with  economic  data.  Also 
look  for  variations  by  deposit  dates  and  days  of  the  week,  to  take  advantage  of 
float  during  slower  days. 

To  crystallize  the  basic  technique,  we'll  use  this  example: 

A  company  has  two  disbursement  accounts,  one  in  Fed  District  1  ("Fx"  wiU 
henceforth  be  used  for  Fed  District  x)  and  one  in  F2.  Payments  are  regularly 
made  into  Fl,  F2,  and  F3.  Float  is  calculated  from  a  sampling  of  checks  as 
shown  in  the  following  chart.  (The  following  chart  is  abbreviated  because  of 
space  limitations;  a  much  larger  sample  size  would  usually  be  used  to  provide 
statistical  reliability  for  the  numbers  of  checks  that  would  ordinarily  be  in- 
volved in  a  standard  activity  account.) 
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Accordingly,  best  payment  float  is: 

To  Pay  Fl  F2  F3 

Use  F2  Fl  F2 

Where  possible,  all  payments  should  be  made  using  that  routing,  until 
and  unless  a  subsequent  study  indicates  othervsise. 
Bv  utilizing  that  routing,  these  results  are  attained: 


TO:  Fl 


F2  F3  Total 


Per  Month  $300,{)00  $6()0,(KX)  $15().()0()  $1,0,5(),(XX) 

Per  Day  $   10,0(X)  $  2().(XX)  $     5,(XX)  $      35.(XX) 

Float  Time  3.13  Days  3.50  Days  4.00  Days 

Float  Amount  $  31.3(X)  $  TO,(XX)  $  20.(XX)  $121,300 

(N.B.  Some  companies  round  float  time  down  to  whole  days,  both  lor 
the  sake  of"  conservatism  and  because  they  argue  that  partial  days  are  not 
usal)le  for  calculating  interest.  However,  the  example  shows  the  fractional 
days  for  calculation  purpo.ses.  on  the  theory  that  on  aicmiic  this  is  the  float 
that  will  be  provided.) 

Knowing  that  float  provides  approximately  an  adtlitional  $121,3(X)  may  lead 
management  to: 

1.  Forgo  borrowing  that  additional  amount;  or 

2.  Fay  down  lines  of  credit  by  that  amoimt;  or 

3.  Invest  that  additional  amount  in  marketable  securities;  or 

4.  Expand  expenditures  by  (hal  additional  amount  (includi.ig  especially 
expenditures  for  capital  goods),  or 

5.  Fmploy  any  cx)mbination  ol  the  preceding  allernatives  that  adds  up  to 
total  usage  of  $121,300  of  cash. 

One  refinement  is  that  some  (ompamcs  calculate  the  exact  amovmt  of 
checks  outstandmg  in  cad.  float  c.tegory  to  develop  a  more  precise  measure 
of  daily  float,  mslcad  of  using  av.-rag.-  float  as  our  »-xample.  llns  refinem<-nt  is 
recon.mended  if  suflici.nt  hmds  .,re  inv..lv,-d  an.l  if  the  lime  is  available  lo 
make  the  calculations.  \Vi(h.Mil  data  prmessmg  e(juipment,  the  cost  ol  those 
calculations  may  well  !><•  prolnbitiv*'. 

Slionr  TIHM  INVKSTMKNT.S 

Kx(ess  cash  bal.nu  es  ar<-.  of  conrs<-,  availabl.-  for  monev  maikcl  iiivcslmciils 
111.-  iiinnlxr  ol  .ill.i  i...li\  <■  mvfstm.nls  iii  tins  li<l(l  (  oi.hnnc  lo  glow  .is  ihe  li- 


SHORT-TERM  INVESTMENTS  37 

nancial  markets  grow  increasingly  sophisticated. 

The  overall  strategy,  foundation  for  the  analytical  framework,  fulfills  these 
principals: 

1.  Diversified  Portfolio.  Diversification  minimizes  risk  and  is  accom- 
plished by  mixing  security  types  as  well  as  security  issuers. 

2.  Staggered  Maturities.  Risk  is  also  diminished  when  the  cash  will  again 
become  available  at  a  variety  of  times  rather  than  all  at  once.  In  general,  ma- 
turities should  be  matched  to  cash  flow  budgets,  with  a  contingency  pool. 

3.  Consistent  Reevaluation .  While  standardization  is  commendable  for 
cost  minimization,  old  sources  and  types  of  securities  need  to  be  regularly  re- 
viewed against  goals  and  parameters  to  be  sure  that  changing  conditions  do 
not  compromise  their  desirability.  At  the  same  time,  comparisons  to  new 
sources  and  types  of  investment  offer  a  natural  departure  point  for  re- 
evaluation. 

4.  Demand  Relationship.  Control  cash  investment  to  service  operating, 
capital  and  contingency  requirements  as  indicated  by  cash  flow  forecasts. 

With  that  foundation  in  place,  the  particulars  of  tactical  evaluation  appear 
in  order  of  importance: 

1.  Safety  of  Principal .  The  preservation  of  this  temporary  capital  surplus 
is  the  number  one  objective  of  short-term  investments.  While  conversion 
from  cash  obviously  assumes  some  risk  to  obtain  some  return,  strict  limitation 
of  that  risk  must  be  observed. 

2.  Liquidity.  The  wherewithal  to  convert  the  investment  back  into  cash  as 
quickly  as  possible  without  penalty  is  axiomatic  for  fulfilling  the  concept  of 
short-term  investment.  There  are  three  avenues  for  achieving  liquidity,  all  of 
which  are  worth  scrutinizing  for  investment,  although  the  sufficiency  of  only 
one  may  not  preclude  investment  acceptability: 

A.  Marketability  is  the  ability  to  trade  the  investment  for  cash  and  is 
the  usual  standard  of  liquidity. 

B.  Fractionabihty  is  the  ability  to  cut  a  single  investment  into  a  number 
of  smaller  pieces  for  different  uses,  so  that  only  a  part  of  the  original 
(and  profitable)  investment  can  be  liquidated  if  circumstances  dic- 
tate. Fractionabihty  becomes  especially  important  in  the  situation 
where  a  large  initial  commitment  is  needed  to  obtain  a  higher  re- 
turn, but  the  ability  to  sustain  that  level  of  investment  is  question- 
able. 

C.  Collateralization  is  the  ability  to  use  the  investment  as  security  for  a 
loan.  Although  borrowing  involves  additional  costs,  it  is  sometimes 
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preferable  to  liquidation.  For  example,  assume  a  eontingency  need 
for  $10,000  in  cash  and  a  $15,000  short-term  investment  having  30 
days  left  to  run  and  yielding  97c  annually.  Litiuidation  of  the  invest- 
ment will  cost  $30. (K).  The  smaller  $5,(KK)  excess  can  he  reinvested 
at  only  8%.  If  li(juidation  is  pursued,  the  .30-day  cost  will  he: 

(9%  -  8%)  ($5,000)        .,.,,_ 

$30.00  +  ^ =  $34.17 

12 

Borrowing  $10.0(M)  at  10'/2%  interest  for  30  days  with  the  $15,000  invest- 
ment as  security  produced  costs  of  only: 

(10'/2%  -  9%)  ($10.0(X))  ^  ^^^  _p 
12 

Hence,  borrowing  saves  $34. 17  -  $12.50  =  $21.67.  When  the  investment 
matures,  $10,000  of  the  proceeds  are  "invested"  by  paying  off  the  loan  pro- 
ducing an  effective  yield  of  10'/2%  at  that  point.  The  other  $5,(XX)  is  simulta- 
neously reinvested.  This  kind  of  short-term  l)orrowing  arrangement  has  these 
other  flexible  advantages: 

If  an  additional  need  for  cash  arises  during  the  30-day  period,  additional 
Ixjrrowing  can  be  accomplished  by  a  larger  takedown  against  the  tx)Ilateral, 
thereby  avoiding  whipsawing  transaction  c-osts.  Conversely,  if  cash  inflows 
rise  unexp<-ctedly,  the  loan  might  be  paid  off  more  quickly  than  expected 
(though  not  always,  depending  on  the  loan  agreement,  so  the  terms  of  the 
loan  are  another  point  to  check)  thereby  preserving  the  original  high  yield. 
I/)ok  for  investments  that  offer  a  higher  collateral  value.  Your  banker  mav  be 
of  some  assistance  in  detailing  the  collateral  value  of  various  investments,  al- 
though he  may  have  his  own  axe  to  grind  in  steering  vou  into  bank 
investments. 

3.  Maluntij.  Whereas  li(iuidity  is  generally  of  coiuern  as  it  relates  to  i-on- 
tingency  demand,  maturity  relates  to  operational  and  capital  demands.  Matu- 
rities are  arranged  to  match  cash  flow  forecasts  by  screening  new  investments 
lor  maturities  that  will  fill  cash  flow  gaps.  As  more  investments  are  made  and 
cash  availability  is  assured  at  more  and  more  of  the  desired  times,  subsequent 
investments  face  tighter  and  lighter  maturity  screening. 

4.  Yirhl.  While  yiel.l  is  the  moving  force  behind  the  whoW-  investment  .-i- 
fort,  it  is  not  the  primary  obj.ctive.  The  delmilion  of  'nest  Yi.-ld"  is  the 
highest  yield  that  maintains  safety  of  principal,  while  ollermg  adequate  li- 
(juidity  anil  favorable  maturity 

5.  Admmistnitivr  (.osrv  Ihes.-  (-.sis  are  nallv  .i  l.ictor  of  yield,  as  they 
represent  u  decrem.-nl  l<.  llw  n<  I  .\dinmistialiv.-  costs  aie  nec«ssarily  in- 
ehided  in  yield  calculatmns  not  only  to  maturity,  but  also  to  li<|iiidali.m.  as 
the  net  of  hriuidalicm  before  maturity  is  likely  to  earrv  its  ..w„  .,dnnnisti,.live 
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burden.  The  greater  the  chance  of  bail-out,  the  greater  the  weight  to  be 
given  to  net  yield  prior  to  maturity. 

6.  Reporting.  Each  kind  of  investment  carries  its  own  reporting  require- 
ments, which,  in  some  cases,  may  be  undesirable.  Accordingly,  the  account- 
ing treatment  of  potential  investments  is  worth  a  look. 

7.  Ancillary  Uses.  Sometimes,  short-term  investments  can  be  used  as 
more  than  yield-producing  parking  places  for  cash.  For  example,  by  includ- 
ing foreign  investments  in  the  portfolio,  perhaps  proportionately  with  foreign 
activity,  one  may  achieve  not  only  additional  portfolio  diversity,  but  a  foreign 
exchange  hedge.  Intercompany  investments  among  affiliates  may  be  used  to 
shift  income  and  expenses  for  tax  and/or  reporting  purposes,  while  smoothing 
cash  flows.  The  creative  use  of  cash  while  pursuing  investment  objectives 
represents  an  opportunity  for  the  cash  manager  to  supplement  yields,  in- 
crease corporate  profitability  and  satisfy  all  forms  of  cash  demand  for  greater 
entity  efficiency. 

CASH  PARKING  ALTERNATIVES 

Now  that  we've  identified  the  attributes  the  cash  equivalents  should  have, 
what  are  the  available  options?  While  new  financial  instruments  and  new 
twists  on  old  ones  are  being  developed  all  the  time,  there  are  some  which 
have  emerged  as  the  leading  types. 

Savings  Accounts 

For  smaller  companies,  various  forms  of  bank  savings  accounts  offer  some 
yield,  virtually  no  administrative  cost,  maximum  liquidity,  open-ended  matu- 
rity and  maximum  safety,  since  the  accounts  are  federally  insured  (at  least  up 
to  the  SIPC  limit  of  several  hundred  thousand  dollars).  These  accounts  may 
be  fixed-rate  savings  accounts,  variable  rate  Money  Market  accounts,  bank 
Certificates  of  Deposit,  "Repo "  accounts  (which  are  not  insured,  but  usually 
offer  a  premium  variable  rate)  or  some  others  which  the  banking  industry 
may  develop. 

These  accounts  are  most  useful  when  the  money  has  to  be  literally  on  call. 
For  example,  when  using  the  aforementioned  tip  of  segregating  gross  payroll 
to  be  sure  money  for  withholding  deposits  is  available,  depositing  the  with- 
holding funds  into  an  interest-paying  account  while  waiting  for  the  deposit 
due  date  makes  a  yield-paying  virtue  out  of  what  may  also  be  a  disciplinary 
necessity. 

Money  Market  Funds 

For  the  company  without  sophisticated  money  management  abilities,  these 
funds  have  historically  (though  not  always)  provided  a  better  yield  than  bank 
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accounts.  The  funds  are  not  insured  and  carry  slightly  higher  "sofV  adminis- 
trative costs,  in  that  they  cannot  supplant  a  banking  relationship,  and  so  the 
company  now  must  deal  with  two  (or  more)  institutions.  .\lso.  the  Fund  s  of- 
fices are  often  distant  from  the  investor.  But  the  premium  yield  ma\  make  it 
all  worthwhile. 

Be  sure  to  sign  up  for  check-writing  and  wire  capahilities  to  increase 
liquidity. 

Some  companies  use  Money  Market  Funds  as  disbursing  acwunts.  particu- 
larly for  large  regular  predictable  purchases,  like  inventory  replenishment. 
Float  on  Money  Market  checks  is  frccjuently  a  bit  longer  than  regular  bank 
checks,  and  the  additional  time  gained  when  the  Fund  is  a  distance  away  is  a 
natural  for  stretching  float  further,  while  getting  a  measurable  yield. 

Beware  this  pitfall.  Sfoneys  also  u.niallij  require  a  limticr  lime  period  before 
they  will  he  cleared  in  the  account,  unless  the  Fund  receives  a  wire.  cashier\i 
check,  or  certified  check.  Be  sure  about  balances  and  clearinfi  policies  before 
writing  checks. 

Mutual  Funds 

The  sister  of  Money  Market  Funds,  Mutual  Funds  invest  in  a  variety  oi  in- 
struments— stocks,  corporate  bonds,  government  bonds,  mortgages,  ecjuity 
options,  convertibles,  municipals,  foreign  instruments,  etc.  Of  c\)urse,  these 
Funds  generally  olTer  lower  safety  of  principal  in  that  the  principal  amount  is 
not  fixed  as  in  a  Money  Market  I'und,  nor  is  any  principal  insvued. 

if,  however,  the  investing  company  has  the  expertise  and  conndeiKc  to  di- 
versify into  the.se  kinds  of  riskier  investments,  Mutual  Fvmds  have  the  bene- 
fits of  lesser  administrative  c-osts  and  time  demands  than  investing  directly  in 
one  or  more  of  these  dillerenl  markets.  Moreover,  the  expertise  of  the  Fund 
manager  (which  certaiidy  varies  by  Fmid)  is  indirectly  hired,  Mutual  ImuuIs 
also  have  high  liciuidity. 

Nevertheless,  because  of  the  inherent  market  risks,  they  are  less  Ire- 
<|nently  used  as  the  primary  investment  vehicl*-. 

Note.  Some  I'und.s  charge  commi.isions  and  other  fees,  l-or  the  /onjirr-fcnn  in- 
vestor those  anwunts  are  usunlh/  ne^liuible.  hut  in  the  shori-tenn  perspective 
of  a  cash  mnnaf^er.  they  are  too  expensive  I  Au>k  for  "no-load"  {i.e .,  no  commis- 
sion) Vunds. 

Negotiable  Certificates  of  Deposit 

NrKotial)lc  CD's  are  not  nuu  li  dilhicnl  than  the  savings  CD  in..st  mdn  idu.iK 
ar«-  familiar  with.  'Ihey  arc  diUcniil  on  three  m.ijor  counts 

1  111.-  nmnmum  si/<-  is  usu.illv  $|(H).(HK)  M.n.-  t\pi(al  .uc  d.iiumini.lions 
oi  $I,(KK).(KK). 
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2.  They  are,  as  their  name  imphes,  negotiable,  meaning  freely  assignable 
and  payable  to  the  bearer. 

3.  They  cannot  be  redeemed  early  (except  indirectly  where  the  issuer 
chooses  to  buy  back).  If  purchased  from  a  holder  (as  opposed  to  an  issuer) 
there  is  usually  a  brokerage  fee,  as  there  is  if  sold  before  maturity. 

Commercial  Paper 

As  a  short-term  investment  for  medium-to-large  companies.  Commercial  Pa- 
per offers  better  yields  (provided  the  dollar  commitment  is  large  enough  to 
overcome  the  transaction  costs),  relatively  low  administrative  costs  (and 
broker  costs  do  vary  somewhat)  and  generally  excellent  (though  uninsured) 
safety.  Maturities  are  easily  staggered,  and  liquidity  is  high,  though  with 
some  market  risk.  If  Commercial  Paper  investments  are  sold  before  maturity 
there  is  ordinarily  a  commission  charged  to  the  seller,  which,  of  course,  re- 
duces net  yield. 

As  Commercial  Paper  is  an  unsecured  promise  to  pay  made  by  the  issuer, 
know  your  issuers  and  know  your  broker.  Keep  up-to-date  on  circumstances 
in  the  issuer's  business.  Even  when  businesses  do  not  default,  fears  in  the 
marketplace  can  make  Commercial  Paper  suddenly  illiquid.  While  Commer- 
cial Paper  is  available  in  denominations  as  small  as  $1,000,  it  is  usually  not 
economical  to  purchase  in  small  quantities. 

For  those  heartier  souls  interested  in  putting  a  little  twist  on  foreign 
exchange  hedging  (see  next  section  of  this  chapter),  foreign  currency-de- 
nominated Commercial  Paper  also  exists  with  comparable  costs  and  at- 
tributes. 

An  idea.  Purchasing  Commercial  Paper  directly  from  a  customer  or  potential 
customer  (meeting  usual  credit  standards)  can  be  one  way  to  help  cement  a 
relationship . 

Banker's  Acceptances 

High  safety,  liquidity  and  easily  staggered  maturities  are  also  readily  found  in 
Banker's  Acceptances,  which  are  a  bank's  promise  to  pay  out  cash  on  a  spe- 
cific date,  based  on  contractual  obligations  for  payment  on  overseas  transac- 
tions. Brokerage  commissions  are  generally  comparable  to  Commercial  Pa- 
per, and  this  is  similarly  not  an  investment  market  where  the  smaller  player 
is  often  found. 

Repurchase  Agreements 

More  commonly  known  as  Repos,  these  are  technically  a  purchase  of  securi- 
ties made  simultaneously  with  an  agreement  for  the  repurchase  of  the  securi- 
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ties  by  the  seller  at  a  higher  price  at  a  particular  time,  thus  producing  a  time- 
determined  yield.  The  securities  (usually  governments)  may  be  viewed 
as  a  form  of  collateral,  although  they  are  almost  always  hypothecated  (i.e., 
pledged  but  not  delivered).  Repos  tend  to  carr>-  a  slight!)'  higher  yield  than 
Commercial  Paper,  Negotiable  CD's  and  Banker's  Acceptances,  but  iu-e  (not 
surprisingly)  c-onsidered  to  be  slightly  riskier.  Like  tiiose  instruments,  they 
are  usually  impractical  under  $1,000,000,  and  arc  \  irtually  impossible  to  find 
under  $100,000. 

Treasury  Instruments 

The  most  common  short-term  investment  in  federal  paper  is  the  Treasur>' 
Bill  (T-Bill)  which  is  sold  at  a  discoimt  from  face  value  and  issued  for  13-  and 
26-week  terms.  Issuance  is  accomplished  weekly.  T-Bills  may  be  purchased 
directly  from  the  govcnunent  (although  that  can  be  a  cumbersome  prcK-ess  for 
the  uninitiated)  or  bought  in  tin-  open  market.  Treasury  Notes  and  Bonds 
have  longer  terms  and  can  be  purchased  on  the  open  market.  When  near  ma- 
turity, they  can  be  used  as  T-Bill  substitutes. 

Of  course,  these  are  the  safest  short-term  investment  and  can  be  obtained 
in  smaller  denominations  ($10,(XX)  and  up  for  T-Bills;  $1,0(K)  and  up  for  Notes 
and  Bonds)  than  most  other  negotiable  Money  Market  instruments.  In  small 
parcels,  however,  transaction  fees  can  still  be  a  deterrent.  lastly,  maturities 
to  a  specific  date  are  not  always  available,  unlike  Conunercial  Paper,  Negotia- 
ble CD's,  Banker's  Acceptances  and  lU-pos. 

Worth  rememheritifi.  C.incnwirnt  instniiurnls  ranti  the  extra  a(hantaiie  of 
hrinn  cxrmiit  from  state  and  local  innrnw  taxes,  hut  thetj  are  stihject  to  federal 
income  taxes. 

Agency  Instruments 

Several  governmental  and  (,uasi-governnunlal  units  li.ive  (he  legal  authority 
to  issue  short-term  instruments  of  their  own  whu  li  do  not  carry  the  "lull  laith 
and  credit"  of  the  U.S.  government.  Agency  Instrunu-nls  are  disc-ounled  like 
T-Bills  and  trade  in  the  open  market  in  the  same  manner,  although  the  u\m- 
ket  is  not  as  large.  The  greater  risk  and  r.-du(cd  Inimditv.  r.i.itive  to  T-Bills, 
is  comixmsated  for  by  a  slightly  elevated  yield 

It's  aUo  worth  noting  that  Agencies  are  a  sjm-i  iali/cd  in.ukct,  so  onlv  a  liin- 
iti-d  niimlxT  of  brokrrs  deal  in  them 


Short- Term  Municipals 

Some  states  and  localities  issue  shorl-l«Tm  tax-exempt  instruments    llie  mar- 
ket in  lh«-se  can  Ih-  a  lillli-  »lim.  .so  they  arc  l)est  held  to  maturity.   Because 
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they're  tax-exempt  (at  the  federal  level,  and  within  the  state  of  issuance)  they 
naturally  tend  to  have  a  lower  stated  yield. 

To  compare  the  tax-free  yield  with  taxables,  equate  them  this  way: 

Tax-Free  Yield/(100%  -  Exempted  Tax  Rate)  =  Comparable 

After-Tax  Rate 

Example.  A  Tax- Anticipation  Note  with  a  market  tax-free  yield  of  4. 14%  is 
being  considered  by  a  company  with  a  combined  marginal  tax  rate  of  43.6% 
in  the  state  of  issuance  (and,  hence,  would  be  totally  tax  free).  The  yield  on 
T-Bills  (one  acceptable  alternative)  is  currently  6.98%  and  exempt  from  the 
state's  6.0%  tax  rate.  The  yield  on  AAA-rated  Commercial  Paper  (the  other 
alternative)  is  7.40%.  Which  offers  the  superior  return? 

Tax  Anticipation  Munis  T-Bills  Commercial  Paper 

4.14%/(100%  -  43.6%)        6.98%/(100%  -  6.0%)         7.40%/(100%  -  0%) 
7.340%  7.426%  7.40% 

Hence,  T-Bills  offer  the  highest  return  (thanks  to  the  state  tax  exemption), 
although  the  spread  among  the  instruments  is  relatively  small.  A  rather  lim- 
ited spread  tends  to  be  the  norm  in  the  absence  of  unusual  shocks  (e.g. ,  a  ma- 
jor default  in  one  market,  tax  law  changes). 

Note.  Calculation  of  a  combined  rate  is  NOT  a  matter  of  simply  adding  the  two 
rates,  so  long  as  the  state  rates  remain  deductible  as  a  cost  of  doing  business  in 
calculating  taxable  federal  income.  To  calculate  the  combined  rate,  use  this 
formula: 

Federal  Rate  +  ((State  Rate)  (100%  -  Federal  Rate)) 

For  example,  a  marginal  Federal  Rate  of  30%  and  a  Marginal  State  Rate  of 
5%  yields: 

30%  +  ((5%)  (100%  -  30%))  =  33.5% 

Volumes  have  been  (and  continue  to  be)  written  about  each  of  these  instru- 
ments and  the  markets  in  which  they  are  traded,  but  this  brief  outline  high- 
lights the  instruments  which  are  the  most  well-known.  If  recent  years  in  the 
financial  markets  have  been  characterized  by  anything,  it's  been  the  prolifer- 
ation of  investment  alternatives  at  all  levels  and  in  response  to  changing  eco- 
nomic environments. 

As  always,  whatever  the  available  choices,  investigate  before  investing.  As 
the  economic  winds  blow  and  change  directions,  the  yields  and  apparent  rela- 
tive safeties  will  vary  among  the  instruments,  even  changing  places  as  maturi- 
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ties  under  c-onsideration  are  lengthened  (also  known  as  "moving  along  the 
yield  cur\'e'). 

Six  rules  summarize  the  Balance  Sheet  operations  for  Parking  Cash: 

1.  Know  your  market,  your  instrument  and  your  issuer. 

2.  Don't  speculate;  this  is  the  company's  reser\e  cash,  not  a  gamblers 
stake. 

3.  Match  maturities  to  expected  needs.  Stagger  when  possible. 

4.  Diversify  when  practicable,  to  improve  safety. 

5.  Liquidity  and  safety  are  the  key  goals;  once  instruments  comparablo  on 
those  points  are  found,  then  go  for  the  best  NET  yield  (i.e..  after  transaction 
costs). 

6.  Monitor  the  markets.  Don't  get  into  a  rut  or  take  a  market,  instrument, 
or  issuer  for  granted.  Otherwise,  sudden  risks  may  overtake  you  and  the  op- 
portunities (particularly  yield,  most  dangerously  safety)  may  be  missed. 

FOREIGN  EXCHANGE 

Turbulence  in  recent  years  in  foreign  exchange  markets  has  prompted  foreign 
exchange  management  to  elevate  these  operations  from  sideline  to  first  line 
defense  of  overseas  earnings.  The  great  swings  in  currency  values,  the  sud- 
den changes  in  the  regulations  governing  currency  movements  and  the 
sheer  volume  of  transactions  have  created  enormous  risks  and  often  tempting 
opportunities. 

Bankers  consistently  maintain  that  tiic  prudent  course  for  international 
transactors  is  to  hedge  all  transactions  at  tin-  ver>'  moment  a  deal  is  made  to 
ensure  that  the  deal  produces  the  budgeted  profit,  and  ensure  calculations  for 
that  profit  include  the  costs  of  administering  the  foreign  exchange  operations 
spawned  by  the  transaction.  For  the  occasional  trader,  llu-  frc<iu,-nl  dealer,  or 
the  multinational  company,  this  remains  .sound  advice 

Tlie  operative  theorv',  as  in  short-term  investment,  is  that  the  companv 
is  not  in  the  business  of  foreign  exchang.-  trading  and  speculation.  Its  line 
of  business  dictates  its  operational  jirofile.  and  foreign  exchange  i.ctivities 
should  supph-nu-nt  those  operations  bv  f.Kitilating  thcni  and  preserving  their 

fiscal  integrity. 

Nonetheless,  the  urge  to  speculate  (whether  llw  spe<  illation  is  termed  'ag- 
gressive management"  or  otherwise  etiphemized)  is  often  poweHul,  and  tlie 
IMissibility  that  c«)ri>orate  persomu-1  who  are  fre(|uently  "in  the  market "  may 
develop  a  "feel "  for  it  may  olfer  a  (h-siiabl<-  opportiimtv.  11  so.  lhre<-  points: 

I.  To  satisfy  that  nrue  (assninii.g  a  g<M)d  cas<-  is  lionestiv  m.id<-  lor  iD  estab- 
lish a  "side-fimd"  for  the  sp«-ciilativ«-  activities,  l.iiiiil  its  si/.-  so  that  if  all  go<-s 
wrong,  ()p<-rations  are  not  going  to  be  impaired. 
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2.  Closely  control  monies  so  employed,  with  the  ultimate  authority  vested 
in  someone  superior  to  the  foreign  exchange  traders.  Require  frequent, 
scheduled  reporting,  with  full  back-up  documentation.  Audit  periodically.  If 
trading  does  produce  profits,  pull  some  out  of  the  side-fund,  i.e.,  don't  let  it 
all  "ride. "  But,  if  the  trading  produces  losses,  don't  "punish  "  the  traders,  not 
only  because  of  morale  ramifications,  but  because  punishment  may  encour- 
age cover-up  with  greater  incentive  to  gamble  more  to  make  up  the  losses. 

3.  Consider  placing  the  handling  of  the  side  fund  on  an  incentive  basis. 
The  decision-makers  must  have  something  to  lose  as  well  as  to  gain  to  pro- 
mote care  in  handling. 

Recognize  that  foreign  exchange  risks  attach  to  the  values  of  all  assets  and 
liabilities  overseas,  but  especially  to: 

1.  Foreign  account  balances 

2.  Payable 

3.  Receivables 

4.  Inventories 

In  other  words,  the  "short  stuff "  is  the  most  vulnerable  to  the  special  risks  of 
foreign  exchange. 

Alternatives  for  foreign  exchange  loss  controls  include: 

1.  Currency  Denominated  Contracts.  If  your  home  earnings  are  denomi- 
nated in  dollars  (i.e.,  you're  an  American  company)  by  getting  the  contracting 
parties  to  agree  that  the  contract  will  be  funded  in  dollars,  all  risk  is  elimi- 
nated from  your  standpoint.  If  your  perspective  is  Italian,  denominate  in 
lira,  and  so  on.  This  is  also  the  most  difficult  deal  to  make,  as  the  other  side  is 
naturally  going  to  be  reluctant  to  accept  all  the  risk. 

2.  Currency  Denominated  Accounts.  Essentially  the  same  as  "I"  except 
that  the  contract  in  question  is  the  one  with  the  foreign  depositary  bank.  Be- 
ware, however,  that  use  of  such  accounts  may  ultimately  prove  unwieldy  for 
overseas  operations  and  may  involve  extra  charges  by  the  bank  to  compensate 
for  the  denominative  risk. 

3.  Forward  Market  Operations .  These  operations  are  very  much  like  the 
purchase  of  insurance,  using  a  bank  as  an  intermediary.  Say  you've  got  a  con- 
tract to  sell  merchandise  on  terms  of  Net  30  from  the  U.S.  to  Great  Britain  for 
£1,000,  when  the  rate  of  exchange  is  $2.00  to  £1.00  and  you  intend  to  repatri- 
ate the  moneys  as  soon  as  the  receivable  is  collected.  You  contract  with  a 
bank  to  deliver  £1,000  in  exchange  for  $2,000,  30  days  hence,  for  which  you 
pay  what  amounts  to  a  fee,  although  your  payment  might  be  quoted  as  a  less 
favorable  exchange  rate,  e.g.,  $1,985.  Even  if  exchange  rates  vary  in  the 
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30-day  period,  you  deliver  the  £1,()(X)  and  receive  the  agreed  $1,985,  ehmi- 
nating  the  risk  in  exchange  for  the  $15  '•premium.'  Were  you  purchasing  for- 
eign goods,  you'd  be  on  the  other  side  of  the  transaction,  paying  the  bank  for 
a  contract  to  receive  £1,00()  (which  you'd  pass  along  to  \our  vendor)  for  per- 
haps $2,015,  30  days  hence.  This  is  the  most  common  kind  of  operation. 

4.  Foreign  Borrowing.  Take  another  look  at  our  for%vard  market  example. 
Instead  of  purchasing  a  contract,  borrow  £1,000  (securing  it  with  the  receiva- 
ble) and  convert  the  funds  immediately  into  $2,000.  When  the  receivable  is 
paid  to  you,  repay  the  bank  loan.  You  have  substituted  the  interest  cost  for 
the  forward  market  fee. 

5.  Swaps.  At  the  point  of  contract,  you  agree  to  have  the  receivable  paid 
to  a  British  party,  who  in  turn  agrees  to  have  an  American  receivable  of  like 
maturity  and  present  ecjuivalent  value  paid  to  you.  Swaps  are  generally  im- 
practical for  those  who  deal  in  this  market  irregularly.  They  become  attrac- 
tive where  parties  have  pools  of  foreign  exchange  receivables  that  can  be 
readily  "packaged"  to  acceptable  size  and  maturity. 

6.  Barter.  By  agreeing  that  payments  will  be  made  in  goods  (or  .services) 
of  nuitually  specified  cpiantities  and  (lualitics,  the  foreign  exchange  risks  are 
avoided.  Barter  can  be  carried  one  step  further,  if  your  .seller  of,  say,  jute, 
doesn't  want  payment  in  your  broadloom  caqjet,  but  would  acxept  paynu-nl 
in  nylon,  you  might  purchase  the  nylon  with  dollars  in  the  U.S.  from  a  do- 
mestic manufacturer  for  shipment  overseas  to  your  jute  supplier. 

Point  to  remember.  Docwiwnt  baun  trau.sactiims  with  (irrat  aire.  .10  that  a 
(lisadrantanpous  vahe  is  not  imputed  by  t,ix  autharitws  in  (Irtrnniuinn  innmw 
and  drdu(ti()n.s. 

7.  Intrruatioual  Monctanj  Market.  The  IMM  was  established  to  .sell 
fixed-size  contracts  in  foreign  currencies,  and  is,  therefore,  a  sort  of  uniform 
for^vard  market  operaticm.  Tlie  contracts  are  traded  on  th.-  IMM,  which  is 
a  subsidiary  of  the  C:hicago  Mercantile  Exchange,  and  which  quotes  daily 
liriccs  for  (lie  futures,  just  as  the  Merc  does  for  commmlities.  If  a  cxHitruct  is 
pv.rchiLsed  and  the  urulerlying  (  urrency  strengthens,  the  value  of  the  contract 
rises  acc.rilingly.  Ihat  will  ollset  tiic  additional  .(.sts  of  making  a  payment  m 
the  foreign  currency.  Conversely,  if  money  is  diu- iron,  overseas,  shorting  the 
currencv  contract  provides  a  lu-dg.-.  Some  bank.-rs  argu,-  that  IMM  .s  strictly 
a  specuialors  market  and  that  it  makes  no  sense  to  purchase  standard  con- 
tracts wlien  custom-made  contracts  are  available  froni  tlu-  bank  1  here  is.  fur- 
ther, no  significant  transaction  cost  advantage  with  IMM.  aiul  theie  m.iv 
ev«-n  b<-  extra  expense.  Still,  it  iiiav  serv<-  these  iiuiposes: 

A.    Providing  a  ready  in.id.-  Vcoi '  inv.slmenl  to  c  ov.-r  a  variety  of  Iransae- 
lions 
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B.  Permitting  combination  transactions  in  more  than  one  currency,  effec- 
tively allowing  a  trading  company  to  capitalize  on  internally  generated 
arbitrage  risk-matching  possibilities. 

C.  Establishing  a  basic  foreign  currency  position  as  an  ongoing  hedge. 

D.  For  side-fund  speculation. 

E.  Opportunity  to  buy  contracts  on  margin  permits  the  creation  of  a  for- 
eign currency  position  without  the  full  investment  of  funds  at  the  mo- 
ment of  contract. 

The  foreign  exchange  market  is  fraught  with  business  risks.  Fluctuations, 
controls,  devaluations,  embargoes,  politics  and  international  tensions  make  it 
an  arena  that  demands  specialized  assistance.  If  your  company  is  not  large 
enough  to  justify  its  own  full-time  specialist,  you  can  look  for  help  from  bank- 
ers, freight-forwarders,  customs  brokers,  consultants,  investment  and  mer- 
chant bankers  and  government  agencies. 

CASH  BUDGETING 

The  cash  management  operations  we  have  discussed — lock-boxes,  remote 
disbursement,  multiple  accounts,  foreign  exchange,  float  control,  marketable 
investments — largely  support  the  last  two  goals  of  the  three  with  which  we 
opened  the  chapter.  The  fundamental  responsibility  of  the  cash  manager  is  to 
funnel  cash  into  the  profitable  operation  of  the  business;  i.e.,  provide  work- 
ing capital  sufficiency. 

The  principal  tool  for  achieving  that  goal  is  the  cash  budget,  or,  more  spe- 
cifically, a  refined  version  called  the  "Rolling  Cash  Budget."  While  called  a 
budget,  it  is  also  an  essential  forecasting  tool. 

Its  basic  form  is: 

Cash  Received  From  + 

Cash  Disbursed  For  — 


Net  Cash  Flow  +,-,0 

Opening  Cash  Balance  + 

Remedial  Transactions  -I- ,  — 


Net  Cash  Balance  + 


If  initial  Net  Cash  Flow  (adjusted  by  the  opening  balance)  is  negative,  more 
cash  is  going  to  be  needed  and  Remedial  Transactions  such  as  speeding  up 
collections,  borrowing  or  equity  sales  will  be  needed.  Conversely,  if  that  in- 
terim figure  is  positive,  but  excessively  so,  a  productive  use  for  the  excess 
will  be  sought,  such  as  paydown  of  debt  or  short-term  investment. 
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The  time  frame  for  the  budget  is  multiple: 

1.  As  part  of  the  company's  forward  planning,  there  should  be  a  rough  five- 
year  cash  budget,  broken  down  by  year.  That  budget  is  a  guideline  which 
should  be  updated  at  least  semi-annually  or  whenever  a  significant  revision  is 
made  to  the  c-ompany's  strategic  plan.  (See  Chapter  14  for  the  development 
and  maintenance  of  such  a  plan.) 

2.  A  detailed  annual  budget  for  the  coming  twelve  months,  broken  down 
by  month,  is  the  central  strategic  time  frame.  It  should  be  updated  monthly 
or  more  frequently  if  dictated  by  circumstances. 

3.  An  even  more  detailed  monthly  budget  broken  down  In  week  is 
the  central  tactical  time  frame.  The  monthly  budget  is  snnil.uly  updated 
weekly  or  as  circumstances  reijuire. 

4.  At  the  beginning  of  each  week,  a  detailed  update  for  tlic  coming  week  as 
derived  from  the  monthly  budget  should  be  prepared.  N'ariancc  and  perfor- 
mance should  be  measured  daily  and  revisions  incorporated  as  they  become 
apparent. 

The  budget  "rolls"  in  the  sense  that  each  week,  each  month,  each  twelve 
months,  the  budget  is  subject  to  revision  and  the  time  horizon  is  conlinu- 
ously  extended.  In  other  words,  a  new  budget  is  not  preparcil  pcriodicallv, 
but  one  budget  is  continuously  extended.  Tlie  company  is  then  ronfincK 
forecasting  its  immediate,  internudiafe  and  longer-term  cash  needs. 

For  the  smaller  company  (particularly  one  without  the  benefit  of  data- 
processing  c(iuipmcnt)  it  is  possible  to  gel  by  with  the  twelve-moMth  and 
monthly  budgets,  as  long  as  they  are  "rolled"  on  time. 
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A  simplified  one-month  example  will  pi.-scnl  tlic  css.'utial  pnKcdures  lor 
constructing  and  admiMisterin^  the  Kolhiig  (  :ash  i<\i(lgel; 

Stki'  1.    I'irst  calculate  iiutial  Net  Cash  Klow  m.indaleil  by  operations  and  ex- 
isting coinnntments; 
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WK   1 

WK.  2 

WK.  3 

WK.  4 

TOTAL 

RECEIPTS: 
Cash  Sales 
Receivables  Cllcld^ 
Maturing  Investments 

1.000 

25,000 

-0- 

1,000 

28,000 

-0- 

1.000 

20.000 

-0- 

2.000 
32.000 
25.000 

5.000 
105.000 
25.000 

Total  Receipts 

26,000 

29,000 

21.000 

59,000 

135.000 

DISBURSEMENTS: 
Cash  Purchases 
Payroll  (Net) 
Tax  Deposits 
Payoff  Payables 
Mortgage  Payments 
Note  Payments 

500 
12,000 
2,500 
14,000 
-0- 
1,000 

500 
-0- 
-0- 
16,000 
8.000 
-0- 

500 
12.000 
2.500 
18.000 
-0- 
4.000 

500 
-0- 
-0- 
13.000 
-0- 
-0- 

2.000 
24.000 

5.000 
61.000 

8.000 

5.000 

Total  Disbursements 

30,000 

24,500 

37.000 

13.500 

105.000 

Net  Cash  Flow 

(4,000) 

4,500 

(16,000) 

45.500 

30.000 

Step  2.   Using  the  initial  opening  balance,  calculate  week  to  week  surplus 
(shortfall): 

Step  2:  Using  the  initial  opening  balance,  calculate  week  to  week  surplus  (shortfall): 


WK.  1 

WK.  2 

WK.  3 

WK.  4 

TOTAL 

Opening  Balance 

6.500 

2.500 

7.000 

(9.000) 

6.500 

Net  Cash  Flow 

(4.000) 

4.500 

(16.000) 

45.500 

30.000 

Closing  Balance 

2.500 

7.000 

(9.000) 

36.500 

36.500 

Here  we  see  two,  possibly  three,  concerns: 

A.  In  WK.  3  we  have  a  shortfall  and  will  be  unable  to  meet  commitments 
unless  it  is  remedied. 

B.  In  WK.  4  we  appear  to  have  an  excessive  surplus,  so  that  some  produc- 
tive use  for  the  excess  has  to  be  found. 

C.  The  company  has  a  policy  of  maintaining  a  "cushion"  (i.e.,  contingency 
fund)  equal  to  one  bi-weekly  net  payroll,  currently  running  at  $12,000. 
Only  in  WK.  4  is  that  goal  met. 

Step  3.   Cover  shortfalls. 

Examine  the  options  in  order  of  lowest  cost  to  do  so.  These  options  will 
probably  reflect  this  pattern: 


1.  Cut  expenses.   In  the  monthly  time  frame,   it  may  be  difficult  to 
achieve  substantial  savings. 

2.  Delay  payables  and  expenditures  that  will  not  result  in  lost  discounts 
or  incurrence  of  late  charges. 

3.  Liquidate  short-term  investments. 
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4.  Delay  other  payaliles  and  expenditures. 

5.  Borrow. 

6.  Sell  marginal  assets.  This  is  also  likely  to  be  difficult  in  a  sliort  time. 
(Of  course,  an  ongoing  program  of  liquidating  unproductive  assets  is 
assumed  to  be  in  progress.  See  Chapter  8.) 

7.  Sell  equity. 

8.  Sell  productive  assets,  i.e.,  partial  licjuidation  of  the  ct)nipany.  (Typi- 
cally, a  company  will  rarely  go  lieyond  option  5  and  hopefully  never 
beyond  7.) 

Step  4.   Build  cushion,  using  the  same  options.  (Note  that  this  represents 
partial  fulfillment  of  Goal  #2,  maintaining  sufficient  reserves.) 

The  need  to  build  cusliiou  diminishes  as  the  speed  and  magmlude  in 
which  emergency  funds  can  be  obtained  increases.  Thus,  if  the  company  has 
a  standby  line  of  credit  that  can  be  activated  by  a  phone  call  or  has  money  in  a 
highly  liquid  short-term  investment  such  as  a  money  market  fund  with  wire 
withdrawal,  there  may  be  no  need  to  build  cushion  in  the  actual  bank  bal- 
ance. The  creation  of  these  near-cash  reserves  should  be  a  permanent  tactical 
goal  of  the  cash  manager. 

Step  5.    Disburse  excess  surpluses. 

In  determining  the  excess  in  W  K,  4  in  the  instant  case,  knowledge  of  WK. 
1  in  the  following  month  is  important  to  determine  the  size  of  the  excess. 
Knowledge  of  the  outlook  beyond  that  week  is  needed  to  gauge  how  (,uickl\ . 
if  at  all,  the  excess  may  need  to  be  reconverted  to  cash. 

,Sui)iect  to  reccmversion,  examine  the  options  in  order  of  luglusl  return, 
whicl)  will  pr()l)ai)K  rctlect  this  pattern; 


1.  liuy  back  e(iuily. 

2.  Pay  ofl'loiiger-tcrui  (lii>l 

3.  r.iv  oil  sliortcr-lerm  debt. 

4.  l><)nger-term  iuvestnu-nt. 

5.  Shorter-term  investment. 

Of  course,  expenditur<s  that  cannot  be  reconverted  to  cash  (such  ..s  dni- 
dends.  salary  Ix.nuses.  incr.-ase.l  exp«-nses)  i  an  also  be  considered  .1  rni  uni- 
slanc«'s  and  com|)aiiv  plans  merit 

nms.  th.-  eomi.iel<-d  budget  at  th.-  l.ri;uuuuv;  nl  the  .nn,.lh  looks  hk.'  tins 
alter  niakmg  tin-  (  hanges  and  .idditions  ol  -St.ps  2  through  4: 
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WK.  1 

WK.  2 

WK.  3 

WK.  4 

TOTAL 

RECEIPTS: 
Cash  Sales 
Receivables  Cllctd. 
Maturing  Investments 

1.000 

25,000 

-0- 

1,000 

29.000 

-0- 

1.000 

1,000 

-0- 

2.000 
31,000 
25,000 

5,000 
106,000 
25,000 

Total  Receipts 

26.000 

30,000 

22,000 

58,000 

136,000 

DISBURSEMENTS: 
Cash  Purchases 
Payroll  (Net) 
Tax  Deposits 
Payotf  Payables 
Mortgage  Payments 
Note  Payments 

500 
12,000 
2,500 
14.000 
-0- 
1.000 

300 
-0- 
-0- 
14,000 
8,000 
-0- 

200 
12,000 
2.500 
16.000 
-0- 
4.000 

1,000 
-0- 
-0- 
17,000 
-0- 
-0- 

2,000 
24,000 

5,000 
61,000 

8,000 

5,000 

Total  Disbursements 

30,000 

22,300 

34.700 

18,000 

105,000 

Net  Cash  Flow 

(4.000) 

7,700 

(12.700) 

40,000 

31,000 

Opening  Balance 

6.500 

2,500 

20,200 

7,500 

6,500 

Oper.  Surplus  (Short) 

2,500 

10,200 

7,500 

47,500 

37,500 

Remedies: 

Liquidate  Investments 
Borrowings 
Asset  Sales 
Equity  Sales 

-0- 
-0- 
-0- 
-0- 

10,000 
-0- 
-0- 
-0- 

-0- 
-0- 
-0- 
-0- 

-0- 
-0- 
-0- 
-0- 

10,000 
-0- 
-0- 
-0- 

Debt  Payoff 
New  Investments 
Equity  Redemption 

-0- 
-0- 
-0- 

-0- 
-0- 
-0- 

-0- 
-0- 
-0- 

20,000 

15,000 

-0- 

20,000 

15,000 

-0- 

Net  Remedies 

-0- 

10,000 

-0- 

(35,000) 

(25.000) 

Closing  Balance 

2,500 

20.200 

7,500 

12,500 

12,500 

Note  that  the  Receipts  and  Disbursements  figures  do  not  precisely  match 
those  in  Step  1  (the  first  cut)  as  collections  have  been  accelerated  (to  the  point 
of  bringing  in  an  extra  $1,000  this  month)  and  some  cash  purchases  and  pay- 
ables have  been  deferred  until  WK.  4.  Note  also  in  constructing  the  budget 
that  an  off-sheet  interim  operating  surplus  (shortfall)  has  to  be  calculated  to 
determine  what  amount  of  remedies  are  needed.  Then  those  remedies  are 
selected  and  plugged  in  and  week-by-week  calculations  completed. 

Point  of  interest.  Sometimes  it  may  be  useful  to  "cross  remedies"  producing  no 
net  effect  on  the  bottom  line.  For  example,  if  interest  rates  float  on  company 
debt  and  had  been  lower  than  those  on  a  fixed  investment,  but  are  now  ex- 
pected to  rise  above  the  fixed  investment  rate,  the  company  might  liquidate  the 
investment  and  use  the  funds  to  immediately  pay  off  the  debt  to  pick  up  the  rate 
spread.  Thus,  the  Rolling  Cash  Budget  also  has  a  role  to  play  in  fulfilling  Goal 
#3. 


In  the  coming  weeks,  each  day's  performance  and  each  week's  will  be 
matched  to  the  budget  prompting  revisions,  especially  in  the  "remedies"  sec- 
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tion.  if  substantial  variances  develop.  It  is  this  sliort-tenn  tine-tuninji  that 
permits  extrapolation  to  the  larger  strategic  plan. 

At  the  same  time,  the  cash  management  lunction  plays  a  pivotal  role  in  the 
firm's  fortunes.  The  cash  manager  has  to  act  as  an  early-warning  signalman 
who  must  be  sure  that  his  commvmications  reach  a  broad  range  of  managers 
responsible  for  a  host  of  activities,  to  maintain  solvency  at  mininnnn  and 
achieve  the  profit  plan  in  the  final  analysis.  The  cash  manager,  in  our  exam- 
ple, will  not  achieve  the  collections  speedup,  nor  will  he  be  dela>  ing  cash 
purchases  and  payables.  Someone  else  is  responsible  for  enforcing  those  mea- 
sures. Therefore,  the  finishing  touch  to  the  Rolling  Cash  Budget  has  to  be  the 
institution  of  reporting  relationships  and  lines  of  cximmunication  that  are 
open,  efi"ective  and  responsive,  so  that  the  cash  manager's  critical  observa- 
tions are  translated  into  gainfiil  actions. 

CASH  PROJECTION  AND  MONITORING 

Despite  the  best  budgetary  efl'orts.  a  good  numager  will  use  some  indepen- 
dent verifications  to  test  assumptions. 

Here  are  three  formulas  which  help  do  that  job.  and  which  can  also  be  used 
to  monitor  ca.sh  sufficiency. 

Minimum  Days  Cash  Available 

Gives  a  theoretical  measure  of  the  amount  of  cash  (including  e(iuivalents)  on 
hand: 


(Cash  +   K(piivalents)  (30) 


B.idgeted  Monthly  Expenses  -  Non-Cash  Expenses  -I-  Ca.sh  Adjustments 

Example:  Cash  &  E<iuivalents  =  $25.(KK) 

Budgeted  Monthly  Expenses  =  $31. (HH) 

Depreciation  6c  Amorti/.alion  =  $  H>i)() 

Debt  Principal  Bepayinents  =  •$   I'XX' 

Monthly  Inventory  I'urcha.ses  =  $50. (KK) 


ill 


(2.5,000)  (.30) 


31,0(X)  -  7,(K)0  +  (l.(HK)  +  ,W.O(K)) 
750,(KK)/75.0(K)  =    10  days 

llns  formula  is  a  worst-ca.s«-  estiniat*-.  showing  how  fast  all  the  cash  on  h.md 
would  be  us<il  up  if  no  additional  money  cam.-  in  and  operations  were  sus- 
tain.-d  ut  current  levels.  Use-  tins  formula  ihroughout  ea(  h  month,  primarily 
as  an  curly  alert  to  the  need  to  draw  on  short-t«rm  i  i«dit  lines.  It  may  be  cal- 
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culated  with  the  daily  cash  balances  in  the  numerator  against  either  a  fixed 
denominator  on  one  pro  rated  between  months. 

Cash  Test  Ratio 

Provides  a  quick  peek  at  cash  relative  to  immediate  demands  on  cash.  The 
"right"  ratio  will  vary  by  industry  and  possibly  vary  with  other  factors,  such  as 
seasons  or  economic  cycles.  It  is  simple  to  compute: 

Cash  &  Equivalents/Currrent  Liabilities 

Example:     Cash  &  Equivalents  =  $25,000 

Accounts  Payable  =  $79,000 

Accrued  Payroll  =  $11,000 

Withholding  Taxes  Payable  =  $  3,000 

Current  Portion  of  Debts  =  $  6,000 

Pension  Contribution  Payable  =  $  1,000 

25,000/(79,000  +  11,000  +  3,000  +  6,000  +  1,000)  =  0.250 

This  formula  should  be  employed  monthly.  Once  a  track  record  is  estab- 
lished and  a  desired  level  has  been  targeted,  the  ratio  will  provide  an  index 
of  cash  sufficiency  and  serve  as  a  cash  forecasting  tool,  particularly  if  it's  cor- 
related to  other  measures  of  financial  condition. 

Daily  Operational  Cash  Flow 

This  formula  calculates  an  expected  daily  net  cash  flow  from  the  company's 
ongoing  operations,  by  comparing  expected  prorated  collections  to  expected 
prorated  costs: 

(Accounts  Receivable/Average  Age)  —  (Accounts  Payable/Average  Age)  + 
Daily  Cash  Sales 

Example:     Accounts  Receivable  =  $135,000 

Accounts  Payable  =  $  60,000 

Daily  Cash  Sales  =  $     1,000 

Average  Receivables  Age  =  45  days 

Average  Payables  Age  —  30  days 

(See  Chapter  4  for  calculating  average  age.) 

(135,000/45)  -  (60,000/30)  +  1000  =    -I- $2,000  per  day 

Remember,  this  formula  is  focusing  strictly  on  regular  operations,  telling 
what  cash  those  operations  will  produce  (or  absorb).  For  service  companies  or 
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those  with  a  high  labor  component,  tlie  fornnila  can  he  amended  to  subtract 
out  daily  payroll  accrual.  Other  direct  c-osts,  prorated  to  a  daily  basis,  can  sim- 
ilarly be  input. 

None  of  these  cash  monitoring  formulas  is  a  panacea  for  good  management 
judgment.  Their  value  is  realized  when  they're  used  as  cross-check  tools. 
When  disparate  results  are  indicated,  the  search  for  a  logical  and  accurate  ex- 
planation will  provide  a  clearer  insight  into  the  txjmpany's  cash  How  opera- 
tions, needs  and  opportunities,  allowing  the  cash  management  function  to 
fulfill  its  primary  Balance  Sheet  mission  of  supporting  profitable  operations. 


chapter  Three 

CONTROLLING  PITFALLS  IN 
CREDIT  EXTENSION 


Credit  is  a  sales  tool.  The  more  lenient  a  company's  credit  terms,  the  greater 
the  attractiveness  of  its  products  and  services.  Credit  availability  can  expand 
a  market  in  terms  of  increasing  the  pool  of  buyers.  Without  readily  available 
credit,  the  auto  market,  as  one  example,  would  be  significantly  smaller. 

Credit  availability  can  also  help  position  a  seller  to  increase  its  share  of  the 
existing  market,  especially  if  buyers  perceive  little  other  significant  differ- 
ence among  competitive  products.  In  other  words,  credit  can  be  a  product 
differentiator.  The  company  that  offers  no  credit  or  very  restrictive  credit 
may  differentiate  itself  negatively. 

But  greater  sales  do  not  necessarily  guarantee  greater  profit,  especially 
when  some  of  the  sales  are  not  paid  for.  Therein  lies  the  essential  conflict  of 
credit  management. 

Maximize  sales  with  minimum  credit  losses. 

The  conflict  is  tougher  to  manage  when  a  third  element  is  included: 

Manage  credit  at  least  cost. 

That  simply  reduces  the  resources  brought  to  bear  on  the  problem.  The 
whole  credit  question  is  largely  a  matter  of  judgment  calls.  Thus,  it's  rather 
easy  to  justify  great  cuts  or  additions  to  the  budget  for  credit  analysis  and 
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control.  This  chapter  focuses  on  ways  to  pinpoint  credit  extension  activities 
within  a  framework  of  a  credit  extension  strategy.  Once  those  activities  are 
clearly  delineated,  the  money  and  manpower  reciuirements  fall  into  place  lor 
a  given  quantity  of  credit  applicants. 


THE  SUBJECT 

Credit  extension  is  divisible  into  two  parts: 

1.  The  Macro-Questions: 

A.  Is  it  credit? 

B.  Should  credit  he  extended  at  all:' 

C.  How  much  credit  can  the  cunipany  siilely  extend? 

2.  The  Micro-Questions; 

A.  To  whom  should  credit  he  extended? 

B.  What  is  the  maximum  amount  of  credit  tliat  should  he  extended  to 
each  credit-worthy  customer. ■* 

Obviously  if  Macro-Question  "B"  is  answered  negatively,  no  consideration 
need  be  given  to  the  Micro-Questions. 

The  aspects  of  collecting  an  extended  credit  will  In-  considend  in  tiie  lol- 
lowing  chapter. 


IS  IT  CREDIT? 

To  be  precise,  extension  of  credit  is  any  assuni|)tion  of  iinaucial  risk  that  pay- 
ment will  be  delayed  or  not  be  received  for  products  or  services  reutlered.  In 
addition  to  the  obvious  situations  of '  well  bill  you"  there  are  a  lew  other  ar- 
rangen.ents  that  might  not  normally  b<-  thought  of  as  c  redil  .xtension,  but  are 
in  lail  assumptions  of  ihe  credit  risk. 

1     Arn-ptmu.  Chech.  A  cheek  is  nothing  more  than  a  promise  to  i>ay  until 
th,-  bank  on  which  it  is  drawn  pavs  out  on  it.  A  clu-ck  relurn.-d  NSK  or  on 

wlu.  h  payment  is  stopped  puts  th ll.r  u.  the  same  position -waitmg  lor 

payment  — as  if  credit  had  been  dirictlv  cxt.nded.  If  immediate  credit  is  not 
granle.l  wh.-n  checks  are  d<-posite.l  with  the  l...uk  (see  Chapter  S)  on  Bank- 
ing), th,-  g.Hxl  elu-cks  are  no  dillc-r.-nt  as  far  as  cash  i>osition  is  concerned, 
iron,  direct  credit.  (IVom  the  accoimting  slandpomt.  however,  dn-cks  are 
lypicaliy  cr.-d.ted  as  cash  wh.n  r.-.  <n.<l  with  ..d|ustn.g  . nines  u...dc  lor  bad 
checks.) 
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2.  Recourse  Credit.  When  a  company  arranges  third  party  financing  for  its 
buyers  and  the  seller  accepts  the  position  of  guarantor  on  the  debt,  the  risk  of 
loss  to  the  seller  continues  as  long  as  the  buyer  s  debt  is  outstanding.  Ar- 
rangements of  this  sort  are  rarely  found  outside  the  durable  goods  and  capital 
goods  industries.  Sometimes,  the  guarantee  will  take  the  form  of  a  promise 
by  the  seller  to  repurchase  its  product  from  a  repossessing  creditor  at  a  price 
equal  to  the  remaining  indebtedness,  without  regard  to  the  market  value  of 
the  product.  While  the  seller  will  usually  recover  part  of  its  costs  from  resale 
after  repurchase,  it  usually  will  be  with  the  absorption  of  some  loss. 

3.  Consignment  Selling.  Under  a  consignment  arrangement,  a  seller 
places  his  wares  in  the  hands  of  a  distributor  whose  responsibility  is  limited  to 
paying  only  for  those  goods  that  are  not  returned  to  the  seller.  While  the 
seller  waits  for  sales  to  be  made  and  for  money  to  be  paid  or  goods  returned, 
his  costs,  as  represented  by  the  goods,  are  at  risk.  The  credit  he  is  dependent 
upon  is  that  of  the  distributor-consignee. 

4.  Short-Term  Rentals.  Any  situation  in  which  a  renter  takes  possession  of 
an  asset  in  exchange  for  payment  (or  promise  of  payment)  of  a  rental  charge 
less  than  the  cost  of  the  asset  or  its  value  leaves  the  seller-renter  with  risk  of 
loss. 

These  situations  do  not  leave  the  seller  without  legal  recourse,  just  as  the 
seller  would  have  in  any  other  credit  extension  situation.  The  point  is  that  in 
each  of  the  above  circumstances  (and  there  are  vmdoubtedly  some  others)  the 
seller  must  still  concern  itself  with  the  creditworthiness  of  its  customers 
and  should  therefore  establish  at  least  some  rudimentary  credit  control 
operations. 


CREDIT— YES  OR  NO? 

To  a  great  extent,  the  question  of  extending  credit  is  more  a  marketing  one 
than  a  financial  one — but  financial  input  to  the  decision  is  absolutely  vital. 
The  techniques  of  marketing  analysis  and  strategy  development  are  beyond 
the  scope  of  this  book,  but  the  financial  input  to  appropriately  moderating  the 
marketing  analysis  is  threefold: 

1.  Determining  what  the  company  can  afford  to  do 

2.  Offering  direct  credit  alternatives 

3.  Analyzing  alternative  credit  cost-effectiveness  and  profitability 

Any  company  prepared  to  extend  credit  must  first  consider  its  own  sources 
of  funds.  The  sales  projections  of  the  marketing  force  should  also  include  a 
projection  of  realistic  credit  sales.  For  example,  assume  the  pristine  situation 
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of  a  new  company  with  a  new  pRKluct  and  the  following  alternative  projec- 
tions from  the  sales  department: 


Without  Credit 

With  Credit 

Per  Unit 

Total 

Per  Unit 

Total 

Annual  Unit  Sales 

10.000 

12.000 

Dollar  Sales 

$100 

$1,000,000 

$100 

$1,200,000 

Cost  ot  Goods 

$  80 

$    800,000 

$  75 

$    900.000 

Gross  Margin 

i  20 

$    200.000 

$  25 

$    300.000 

Gross  Margin  % 

20% 

20% 

25% 

25% 

Cost  per  unit  is  lower  and  the  gross  margin  percentage  higher  in  this 
example  with  credit  hecause  higher  capacity  utilization  produces  greater  effi- 
ciency. This  (piestion  is  itself  one  that  should  be  addressed,  for  in  some  com- 
panies, particularly  where  production  is  already  near  capacity,  the  opposite 
effect  may  be  obscr\ed. 

Enter  the  finance  man.  He  adjusts  this  analysis  with  an.swers  to  the  lollow- 
ing  questions; 

1.  What  is  the  average  amount  of  receivables  expected? 

2.  What  is  the  average  expected  age  of  receivables? 

3.  What  is  the  expected  aiuount  of  bad  debts? 

4.  What  is  the  expected  cost  of  credit  atlininistration? 

Unfortunately,  the  customers  who  take  advantage  of  credit  availabilty  will 
not  be  limited  to  the  incremental  sales.  Chancj-s  are  that  most  customers  will 
take  advantage  of  credit  if  it  is  offered.  Only  in  tin-  retail  field  is  there  likely  to 
be  very  much  less  than  near  universal  customer  usage  of  credit.  Determining 
the  number  of  customers  who  will  use  it  is  again  a  market/sales  (juestion.  As- 
sume, in  our  example  that  the  estimate  comes  in  at  ^XK/r  of  sales.  .Sales  are 
also  estimated  to  be  smooth  — i.e..  etiual  amounts  moulh-to-inoiith  ol 
.$1(H).()(K). 

Thus,  average  monthly  credit  sales  look  like-  they  will  be  .iiiiO.tKK) 
Kstimalmg  average  expected  receivables  age  is  a  joint  function  ol  sales  and 
HnaiK  «•    I'.stiinates  may  l)e  based  on  a  variety  ol  laclors: 

1.  Industry  averages  l<n  llie  seller's  industry 

2.  Averages  of  pay  times  in  llu-  markets  sold  to 

3.  Analysis  of  the  credit  str«M)gtli  of  the  custonur  base 

4.  National  or  r<-giomil  stalisti<s.  that  may  suggest  impioNcnieut  or  dite- 
rioration  in  aggregate  economic  conditions. 


CR^;DIT— YES  OR  NO? 


In  this  case,  the  estimate  is  45  days  or  1  1/2  months.  From  here  the  average 
outstanding  receivables  are  calculable: 

($90,000/month  sales)  (1  V2  months)  =  $135,000 

These  figures  suggest  that  the  company  has  to  set  aside  funds  to  cover  the 
cost  of  these  receivables: 

($135,000)  (75%  cost  of  goods)  =  $101,250 

Those  funds  must  be  paid  for  at  the  company's  marginal  cost  of  capital,  as- 
sumed to  be  12%,  or  1%  per  month.  Over  the  course  of  a  year,  this  generates 
additional  costs  of: 

(12%)  ($101,250)  =  $12,150 

Bad  debts  are  expected  to  equal  2%  of  sales,  based  on  analysis  of  largely  the 
same  factors  that  went  into  the  aging  estimates.  The  loss: 

(2%)  ($1,200,000)  =  $24,000 

Last,  the  cost  of  credit  administration  over  one  year  includes: 

Personnel  Time  $20,000 

Personnel  Support  (20%)  4,000 

Legal  &  Collection  Expense  3,000 

Total  $27,000 


Note  that  legal  costs  include  not  only  the  costs  of  suing,  but  necessarily  the 
costs  of  keeping  abreast  of  the  burgeoning  regulation  of  credit.  This  expense 
seems  to  be  particularly  burdensome  in  the  consumer  field. 

Recapping  the  sales  and  profit  estimates,  we  find: 


Without  Credit  With  Credit 


Gross  Margin  $200,000  $300,000 

Cost  of  Funds  -0-  -12,150 

Cost  of  Bad  Debts  -0-  -24,000 

Cost  of  Administration  -0-  -27,000 

Adjusted  Gross  Margin  $200,000  $236,650 


Without  the  $60,000  saving  through  increased  efficiency  in  production 
due  to  increased  sales,  the  "without  credit"  scenario  would  be  the  more 
profitable. 
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The  analysis  should  he  further  refined  if  the  company  has  eonipeting  uses 
for  the  funds.  The  investment  of  $101,2.50  in  receivables  produces  a  $36,850 
return  or  36.4%.  This  return  should  he  ranked  against  competing  uses. 


HOW  MUCH  CREDIT? 

In  examining  this  question,  we  are  realK  looking  at  a  cash  and  lunds  How 
problem.  The  real  question  is  not  how  much,  but  how  much  can  be  allowed 
as  outstanding  at  any  one  time.  If  all  credit  were  extended  (and  paid  for)  on  a 
stricth-  overnight  basis,  the  limit  on  how  much  would  be  allowable  would  be 
equal  to  the  next  day's  Net  Cash  Availability.  Net  Cash  Availability  is  the  to- 
tal funds  available  from  all  sources  at  any  one  point  in  time  less  all  needs 
for  cash  at  that  same  point  in  time,  exclusive  of  the  funding  for  accounts 
receivable. 

Unfortunately,  credit  is  rarely  exleiuled  on  an  overnight  basis  (excluding 
the  banking  industry's  overnight  loans).  The  logical  limit  on  receivables  is 
then  Net  Cash  Availability  during  the  average  age  period. 

This  Net  Cash  Availability  concept  barkens  back  to  Chapter  1  and  consider- 
ations of  funds  availability  at  an  acceptable  cost.  As  receivables  climb,  the  de- 
mand to  fund  those  receivables  (an  Operations  Demand)  rises,  and  in  so  do- 
ing can  increase  the  cost  of  funds.  There  will  c-ome  a  iwint  when  credit  to 
fund  receivables  is  no  longer  available  or  where  the  cost  of  those  funds  ex- 
ceeds the  rate  of  return  the  extension  of  credit  will  produce. 

The  aggregate  credit  extendable  should  be  ri-duced  from  estimated  Net 
Cash  Availability  to  provide  a  cushion  as  two  risks  increase: 

1.  Creditworthiness  Risk.  The  less  credit-worthv  the  lustomer  base 
or  the  heavier  the  concentration  of  poor  credits  in  receivables,  the 
greater  the  risk  that  cash  How  from  receivables  will  be  constrict«'d  by 
bad  debts  and  lengthened  payoff  limes. 

2.  lorcca.stinp.  Risk.  The  less  reliable  the  forecasts  on  whit  h  creilit  plan- 
ning is  based,  the  greater  the  chance  the  (omixniy  will  be  overex- 
tciuled  before  it  reali/es  the  coiulilion  it  Hiuls  ilscll  m. 


WHO  GETS  CHKDIT? 

Before  concentrating  on  imlividn.il  .ucounts.  nninnnim  ( niiil  stnulards  can 
b<-  established  by  reference  to  Account  (iroups  Analysis.  Aci  oimls  ni  i...np.i- 
rable  creditworthiness  are  group<-d  together  and  risks  assign.-d  based  on  ni.n  - 
kel  and  cr«(lil  n-search.  Tin-  groups  are  ranked  in  order  of  deelinmg  iredil- 
worlhiiiess.  The  lowest  ranked  grouj)  that  will  be  p.-rnuttcd  to  r.-t.ive  cre<lit 
will  b«-  the  last  one  likely  to  ililiver  a  profit  on  its  sales. 


WHO  GETS  CREDIT?  61 


Here's  an  example: 

For  a  particular  company,  market  research  has  determined  who  potential 
customers  are,  what  is  their  relative  credit  standing  and  the  sales  each  is 
likely  to  generate  over  the  next  year.  Each  account  has  been  assigned  to  one 
of  eight  Account  Groups,  as  there  are,  in  this  case,  eight  significant  points  of 
credit  differentiation  (such  as  industry,  statistics  and  others^ — ^see  further  on 
in  this  chapter  about  non-financial  and  financial  attributes). 


Group 

1 

II           III          IV 

V 

VI          VII 

VIII 

Expected  Sales 

90,000  100,000  60,000  60,000  120,000100,00050.000 

120,000 

%  Cost  Sales 

70% 

70%       72%      74% 

75% 

75%       80% 

80% 

Cost  of  Sales 

63,000 

70,000  43,200  59,200 

90,000 

75,00040,000 

96,000 

Max  Gross  Margin 

27,000 

30,000  16,800  20,800 

30,000 

25,00010,000 

24,000 

%  Bad  Debts 

,  1% 

4%         8%       10% 

12% 

18%       25% 

40% 

Amount  Bad  Debts 

900 

4,000    4,800    8,000 

14,400 

18.00012,500 

48,000 

Profit  (Pre-Capltal 

Costs) 

26,100 

26,000  12,000  12,800 

15,600 

7,000  (2,500)  (24,000)       1 

In  this  example,  credit  will  not  be  extended  to  members  of  or  below  Group 
VII.  Note  these  points: 

1.  Gross  sales  by  Group  need  not  be  uniform,  though  they  may  be.  As 
sales  are  estimated  according  to  comparable  creditworthiness,  there  can  be 
no  assurance  that  equal  buying  power  will  show  up  in  each  Group. 

2.  Here  it  is  assumed  that  each  lower-rated  Group  represents  incremental 
sales.  Gross  Margin  tends  to  decline  as  less  efficient  production  capacity  is 
utilized.  In  some  companies  (as  in  our  previous  example)  Gross  Margin  will 
tend  to  increase  as  economies  of  scale  are  encountered.  Contributing  here  to 
the  decline  are  the  higher  costs  of  collection  and  slower  payoff  of  receivables 
that  come  with  poorer  credits. 

3.  A  quick  mathematical  computation  will  reveal  that  the  appropriate  cut- 
off Group  can  be  found  without  reference  to  estimated  sales,  so  long  as  the 
percentages  are  known: 

(1.00  -  BD)  (GM)>(BD)  (1.00  -  GM) 

where     BD     =   percentage  of  Group  Sales  expected  to  be  uncollected 
(expressed  as  a  decimal); 
and 
GM    —   Gross   Margin   percentage  applicable   to  the   Group 
Sales  (as  a  decimal). 

Going  one  step  further,  it  appears  cutoff  should  occur  when  Bad  Debts  ex- 
ceed Gross  Margin.  In  fact,  an  earlier  cutoff  is  appropriate  to  compensate  for 
risk  and  to  provide  a  minimum  acceptable  return  on  capital.  If  the  left  side  of 
the  inequality  is  higher,  the  Group  is  acceptable;  if  the  right,  unacceptable. 
Using  the  figures  from  Groups  VI  and  VII  for  comparison: 


Group  \'I 


Group  VII 


(OMKOLLING  PITFALl^  IN  CREDIT  KXTENSION 


(l.(K)  -  .18)(.25)>  (.18)  (1.00  -  .25) 

.21  .14 

Acceptable 

(1.00  -  .25)  (.20)  >  (.25)  (1.00  -  .20) 

.15  .20 

Unatxeptal)le 


Gaming  the  mathematics  a  little  further,  the  increa.se  (or  decrease)  in  profits 
on  a  given  amount  of  sales  will  he  e(iual  to  the  differences  in  percentages 
from  each  side  of  the  etjuation  times  that  amount  of  sales.  For  example. 


C»roup  \'l 
Group  Nil 


f(.21)  -  (.14)]  [$100,0(K)]  =  $7,0(K) 
[(.15)  -  (.20)]  [$50,000]  =    -$2,500 


These  figures  correspond  to  those  in  the  table. 

Despite  all  of  the  careful  consideration  that  may  be  given  to  Macro-Ques- 
tions, the  kev  issue  is  that  C;roups  of  customers  do  not  fail  to  pay  bills,  lone 
customers  do.  The  inescapable  conclusion  and  tlie  primordial  fact  of  life  of 
credit  is  that  good  credit  periormance  depends  on  the  accuracy  of  analysis  on 
each  account. 

INFORMATION  COLLECTION 

The  credit  department's  basic  function  is  the  processing  of  inlt)rmation.  CJol- 
lection  of  that  tlata  is  the  first  obstacle  to  be  overcome.  Any  credit  manager 
knows  what  data  is  needed  to  build  a  file  on  each  i)otential  cuslonu-r.  but  for 
the  record,  a  brief  review: 

Commercial  Custonu-rs  Ciousumers 


Balance  .Sheet  Personal  Financial  Statement 

Income  Sfatement  Credit  Hunau  Ucpoil 

liaiik  H«-ferences  l»"«^  i<<lerences 

Trade  llelerenc«-s  <  >c(lit  lUferences 
I)  «(  U  Hating 

(^f  cours«-,  tlic  primary  source  ol data  is  the  cuslom«-r.  However,  tiic  man- 
ner of  approach  should  be  designed  lo 


INFORMATION  COLLECTION 
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1.  Facilitate  verification 

2.  Facilitate  analysis 

3.  Minimize  time  and  cost  input 

A  central  issue  of  the  approach  is  who  collects  the  data:  Sales  or  Finance? 
Neither  choice  is  absolutely  the  only  way.  Industry,  personnel,  product,  cus- 
tomers and  method  of  sale  all  influence  the  decision  and  may  lead  to  different 
conclusions  under  differing  circumstances.  Remember:  The  goal  of  credit  is 
sales  promotion.  Credit  activity  that  turns  off  sales  is  counterproductive. 

These  comparisons  can  be  drawn: 


Finance 


Sales 


Advantages 


Disadvantages 


1.  Expertise 


2.  Saves  sales  staff  time 


3.  No  fragmentation  of 

focus  on  credit 

4.  Provides  internal 

control 


1.  May  lack  customer 

sensitivity 

2.  Generates  overhead 


1.  Established  customer 

relationships 

2.  Keeps  sales  staff  aware  of 

credit  developments  and 
importance 

3.  Speeds  credit  data 

transmission 

4.  Encourages  sales 

concentration  on 
qualifying  accounts 

5.  Skilled  in  dealing  with 

customers 

6.  Saves  total  personnel  time 

1.  May  lack  credit  expertise 

2.  Inhibits  sales  presentations 

3.  Reduces  sales  time 

4.  No  check  on  commissioned 

sales  people 


Wherever  the  decision  rests,  and  in  most  cases  some  sharing  of  responsi- 
bility occurs,  sources  of  data  and  verification  include: 


Salesmen.  Even  if  not  directly  responsible  for  developing  specific  credit 
data,  their  knowledge  of  and  relationship  with  customers  provide  an  invalu- 
able source  of  information. 
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Warning.   Salesmen,  if  commissioned  on  uross  sales,  haoe  a  vested  interest  in 
painting  the  best  possible  picture  of  the  prospect. 

References.  The  usual  trade  aiul  bank  references  provided  by  a  prospect 
are,  of  course,  a  primary  source  of  experiential  data  with  the  prospect. 

Warning:  A  prospect  will  mualltj  try  to  provide  the  most  favorable  nfrreucrs. 

Public  Documents.  One  of  the  most  effective  ways  to  check  on  small  busi- 
nesses and  individuals  is  examination  of  small  claims  court  records  in  the 
jurisdiction  where  the  accomit  is  located.  A  series  of  suits  indicates  an  un- 
reliable prospect. 

Credit  Reporting  Agencies .  Always  a  logical  option,  altlu.iii;h  the  cost  can 
be  high. 

Warning:  Their  data  may  be  obsolete. 

Trade  A.ssociations.  Find  out  from  the  customer  if  he  belongs  to  a  trade  as- 
.sociation.  Data  on  the  standing  therewith  is  itself  significant.  However,  fig- 
ures available  from  many  associations  may  be  useful  in  rating  the  prospect 
against  his  industry  peers. 

Prior  Hi.stonj.  Past  and  recent  dealings  with  a  custouuM  bv  the  company 
itself  may  mean  the  most. 

NON-FINANCIAL  ATTRIBUTES— SPECIFIC 
ACCOUNT  TREATMENT 

Most  credit  analysis  quite  rightly  concentrates  on  the  linancial  data  obtained 
about  a  prospect.  However,  just  as  the  internal  accounting  data  oi Ones  own 
company  can  be  misleading  and  easily  misinterpreted  (.see  Chapter  1 )  the  risk 
is  doubly  great  with  credit  ajiplicants  because; 

1.  There  is  unfauuliaritv  with  lh<-  appliiaiit's  accounting  metluuls  and 
conventions, 

2.  M.inv  applicants  consciously  put  their  best  fo«)t  fonv.ud  bv  distribut- 
ing the  rosiest  data  they  can  legitimatelv  develoi^, 

.}.  Data  released  to  cre<litors  is  usually  sevi  ral  months  older  than  ihc  lat- 
est data  on  hand  (which  itself  is  usnallv  sonwuh,.!  I.cIu.hI  lh<-  limes) 
and  virtually  never  in<  ludis  forecasts. 

•J.  The  volume  of  (redil  appliianis  \mII  usn,.llv  picrliul.-  sul.sl.mti.il  in- 
vestigation and  (■onfuiii.itioii  ol  data 

Mecalling  once  again  that  ill.-  p.upos.-  of  <  ndit  extension  is  sales  promo- 
tion, it  would  be  pr.'tly  1(M)IisIi  if  credit  optiatioiis  hmd»-red  sales.  Yet.  a  In-- 
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quent  problem  is  delay  in  deciding  whether  or  not  a  particular  prospect  is  ac- 
ceptable. The  delay  may  well  alienate  a  good  customer  and  diminish  the 
seller's  reputation  for  fast  and  reliable  service.  The  ideal  credit  review  sys- 
tem, then,  will  not  only  accurately  assess  credit  prospects,  but  will  do  so  as 
quickly  as  possible. 

There  are  certain  constraints  in  each  applicant's  activities  (such  as  type  of 
business  for  commercial  accounts  or  occupation  for  consumers)  that  are  not 
really  susceptible  to  pure  numerical  analysis  (except,  perhaps,  through  the 
use  of  subjective  weighing  systems)  but  these  constraints  are  still  a  key  ingre- 
dient in  determining  acceptability.  After  all,  would  you  rather  have  a  buggy 
whip  manufacturer  or  a  laser  manufacturer  as  the  next  applicant?  A  corporate 
executive  or  unemployed  day  laborer? 

These  extreme  examples  show  that  these  "non-financial  attributes "  can  tell 
much.  The  best  way  to  confirm  and  refine  their  meaning  is  to  look  at  the  com- 
pany's data  base  of  past  and  present  customers  and  ask  these  questions: 

1.  What  similarities  exist  among  failed  (i.e.,  bad  debt)  accounts 

2.  What  differences  consistently  emerge  between  failed  and  good  ac- 
counts? 

3.  What  similarities  consistently  appear  among  good  accounts? 

The  following  checklist  of  non-financial  attributes  is  a  useful  one,  because 
most  of  the  attributes  are  generally  found  in  a  standard  rating  service  report: 


CHECK  LIST 

1 

NON-FINANCIAL  AHRIBUTES                                                 1 

Commercial  Applicants 
Industry  (SIC) 

Consumer  Applicants 
Age* 

All  Applicants 

Salesman  Making  Sale 

Company  Age 

Marital  Status* 

Competitive  Product  Availability 

No.  Employees 

No.  Dependents 

Product  Line 

No.  Salesmen 

Citizenship* 

Initial  Order  Size 

No.  Branches 

Time  at  Residence 

Rating  Service  Rating 

Type  of  Purchaser 

Location  of  Residence* 

Credit  Reference  Indications 

Location 

Time  in  Present  Job 

Special  Factors 

Public  V.  Private 

No.  of  Jobs  Held 

Domestic  v-.  Foreign 

Education  Level 
basis  ol  these  factors  may  constitute  discrimination  and  result  in  exposure  to 

•Extension  or  denial  ot  credit  on  lh« 

lawsuit  and/or  liability.  Confer  with  legal  counsel. 

A  few  words  of  explanation  are  in  order  about  some  of  these  items: 

Type  of  Purchaser .  The  customer  buying  a  critical  raw  material  from  you 
is  likely  to  be  far  more  careful  in  maintaining  a  good  credit  record  than  the  oc- 
casional buyer.  The  same  reasoning  can  be  applied  to  sale  of  services,  as  the 
customer  who  buys  a  repetitive  and  important  service  (e.g.,  vehicle  fleet 
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maintenance)  will  be  more  careful  than  the  "one-shot"  buyer  [e.g.,  parking  lot 
striping).  The  less  critical  the  seller  is  to  the  buyer,  the  more  stringent  the 
credit  requirements  should  be.  Note,  however,  that  lower  importance  to  the 
buyer  may  also  make  the  sale  harder  to  close  and  put  more  pressure  on  the 
salesman  to  go  easy  with  credit. 

Salesman  Making  Call.  Some  sales  personnel  may  be  found  to  consistently 
take  the  path  of  least  resistance,  which  may  well  mean  marginal  credits.  His 
name  on  the  ticket  may  be  an  alert.  Obviously,  should  such  a  situation  be 
found,  retraining,  closer  supervision  or  even  dismissal  has  to  be  considered. 
But  those  steps  are  not  within  the  financial  analyst's  control,  so,  until  the  situ- 
ation is  clearly  remedied,  this  non-fmancial  factor  bears  close  scrutiny. 

Product  Line.  Some  products  may  be  fovuul  to  attract  less  credit-worthy 
customers.  In  addition  to  the  closer  watch  on  tliat  Ime's  customers,  the  prod- 
uct itself  may  deserve  some  attention  as  it  might  be  failing  and  causing  dis- 
putes or  may  be  a  line  the  company  is  better  off  without. 

Competitive  Availability.  The  company  without  any  competitors  is  likely 
to  be  more  critical  to  its  customers  than  one  that  is  readily  replaceable.  Ac- 
cordingly, somewhat  less  stringent  rccjuirements  may  be  in  order. 

Special  Factors.  Included  may  Ix'  items  such  as  other  relationships  (affili- 
ated cx)mpanies,  suppliers,  personal  relationships,  employees),  scK-ial  cx)nsid- 
erations  (e.g.,  minority  enterprise,  charitable,  educational  or  religious  insti- 
tutions) (juality  of  manageuu-nt  and  similar  credit-influencing  factors. 

The  non-fmancial  attribut<-s  are  a  simple  and  cncctive  parameter  tor  sjilit- 
ting  customers  into  accovuit  groups  and  for  isolating  potential  problems. 
Once  meaningful  groups  are  established,  dillcriiig  llnaiu  i  il  staiuiaids  lan  be 
appropriately  applied  to  each. 

As  the  randomness  of  customer  attributes  presents  too  great  a  risk  in  jiin- 
iiiiig  a  dennition  on  an  acxount  group  based  on  a  single  attribute,  various 
combinations  of  attributes  are  used  for  precise  tlemarcations.  The  primary 
data  ba.se  is  the  company's  history  with  its  accounts,  which  are  anaK/cd  lor 
probabilistic  occurrence  of  failure.  Here's  a  simplilied  example; 

A  company  has  10, (KM)  commercial  customer  accounts  for  its  e(iuipiiuiit 
sales.  These  accouuts  show  the  follow  ing  dat.i  brc.ikdnwns; 


TYPt  OF  ACCOUNT 


Typt  PurchtMr 


ATTRIBUTt 


Olttributor 


1.000  I    10 


Mjm 


lUlL. 


o.ooo  1  w 


_ATTRiBUU 


ATTPjBUTt 


PuWlc  VI   Pilvtti 
Owrnfthlp 


1.W0  I    M 


Prtv»t« 


».W0  1    W 


Rjling  Strvtc* 
A(MMm«nl 


Clin  I  (Btll) 
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FAILURE  BY  TYPE 


FACTOR 

AnRIBUTE 

AHRIBUTE 

ATTRIBUTE 

AHRIBUTE 

#      1    % 

#      1     % 

#     1     % 

#      1     % 

Type  Purchaser 

Distributor 

Direct  User 

NA 

NA 

20      1   2.0 

480    1    5.3 

1 

1 

Public  vs  Private 
Ownership 

Public 

Private 

NA 

NA 

70      1    4.7 

430    1    5.1 

1 

1 

Rating  Service 
Assessment 

Class  1  (Best) 

Class  11 

Class  III 

Class  IV  (Worst) 

50      1    2.5 

120    1    3.0 

190    1    6.3 

140    1  14.0 

No.  Employees 

Ito  10 

11  to  50 

51  to  100 

Over  100 

200     1    5.0 

220    1    4.9 

50     1    5.0 

30     1    6.0 

Company  Age 

Less  than  1  yr 

1  to  5  yrs 

More  than  5  yrs 

NA 

170     1  17.0 

170    1    5.7 

160   1    2.7 

1 

Please  note  that  the  percentages  in  the  top  chart  are  a  percentage  of  the  to- 
tal universe  of  accounts.  For  example,  1,000  distributors  represent  10%  of 
the  total  accounts  of  10,000.  The  percentages  in  the  lower  chart  represent 
percentages  of  the  top  chart  classification  that  failed.  For  example,  20  distrib- 
utors failed,  meaning  that  2.0%  of  the  1,000  distributors  were  failed  accounts. 

On  the  basis  of  these  figures,  the  public  vs.  private  distinction  and  the 
number  of  employees  do  not  appear  to  have  a  material  correlation  to  failure. 
In  other  words,  these  distinctions  seem  to  show  up  randomly  among  failed  ac- 
counts exhibiting  all  manner  of  other  characteristics.  The  remaining  three 
factors  do  seem  to  make  a  difference.  A  new  table  is  constructed  evaluating 
the  24  possibilities  (Product  of  the  attributes:  2x3x4  =  24)  in  terms  of  fail- 
ure probability: 


AHRIBUTES 

FAILURE  DATA                | 

Distributor/Direct 

Company  Age 

Rating  Svc  Assess 

#Type 

.#  Fail 

%  Fall 

Distributor 

Less  Than  1  year 

Class  1 

0 

0 

0 

11 

0 

0 

0 

III 

0 

0 

0 

IV 

0 

0 

0 

1  to  5  Years 

Class  1 

30 

1 

3.3 

II 

60 

3 

5.0 

III 

130 

6 

4.6 

IV 

0 

0 

0 

Over  5  Years 

Class  1 
II 

300 
280 

2 

3 

07 
1.1 

III 

150 

2 

1.3 

IV 

50 

3 

60 

Direct  User 

Less  Than  1  Year 

Class  1 

140- 

24* 

17.1 

II 

360* 

43* 

11,9 

III 

300' 

57- 

19.0 

IV 

200* 

46' 

23.0 

1  to  5  Years 

Class  1 

200 

13 

6.5 

II 

1.780 

44 

2.5 

III 

550 

44 

8.0 

IV 

250* 

59* 

236 

Over  5  Years 

Class  1 

1.330 

10 

0.8 

II 

1,520 

27 

1.8 

III 

1.870 

81 

4.3 

IV 

500 

32 

64 

TOTALS 

10,000 

500 

5.0 

'Indicates  serious  risk  Qrouplng. 

Ranking  these  by  %  failure,  it  is  apparent  that  customers  less  than  1  year 
old  present  a  very  serious  risk  as  do  companies  1  to  5  years  old  rated  as  Class 


6S 
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1\'  by  the  rating  senice.  \Nhat  would  happen  if  an  alisohite  proliihition  on 
such  accounts  was  entertained?  Assume  the  average  sale  is  2  machines  for 
$1,000,  with  an  average  cost  of  goods  sold  of  $600.  (This  sort  of  sales  analysis 
by  customer  grouping  is  itself  an  ingredient  that  should  not  be  overUxiked, 
but  is  more  properly  a  function  of  the  sales  department,  which  should  make 
the  data  available  to  credit.) 

Of  the  10,000  accounts,  1,250  would  be  eliminated,  of  which  229  were  fail- 
ures. (The  asterisked  rows  are  the  eliminated  accounts.)  Here's  the  F  6c  L  on 
those  sales: 


Collected  Sales:  [(1,250  -  229)  x  $1,000] 
Cost  of  Goods:  (1,250)  x  ($600) 

Gross  Margin  Profit  Contribution 


$1,021.  (MX) 
750.  (KK) 

$    27i,(XH) 


Thus,  it  appears  that  these  sales  w  ill  make  money  for  the  company.  (Note 
that  this  result  could  have  also  been  reachetl  by  determining  the  average  Bad 
Debts  for  the  Group  and  comparing  to  Cwoss  Margin.)  The  ne.xt  step  is  to  seg- 
regate out  the  individual  groupings  and  see  if  any  of  those  are  money-losers 
bv  themselves: 


Direct/ 
LT1/I 

Direct/ 
LT1/II 

Direct/ 
LT 1/111 

Direct/ 
LT1/IV 

Direct 

1-5:IV 

Colltcted  Sales 
Cost  o(  Goods 

$116,000 
84.000 

$317,000 
216.000 

$243,000 
180.000 

$154,000 
120.000 

$191,000 
150.000 

Gross  Margin 

S  32.000 

$101,000 

$  63.000 

$  34.000 

$  41.000 

All  happen  to  be  profitable,  but  if  analysis  of  average  sales  and  cost  ol  sales 
by  these  subgroupings  yielded  diiVerent  averages,  some  of  these  categories 
might  be  foimd  too  troublesome  to  deal  with.  As  it  is,  the  gross  margin  per- 
centage for  the  liLst  three  subgroups  is  just  above  20%,  which  itself  may  make 
these  undesirable,  particularly  if  the  reductions  in  sales  allowed  a  drop  in 
overh«-ad  costs  (not  rellected  in  this  pmc  Gross  Margin  analysis)  or  reduced 
capacity  pressures  or  reliev<-d  th«-  comiiany  of  somi-  other  burden.  As  it  is, 
this  analysis  warns  the  credit  group  (and  hop.fiilly  tin-  sales  group  as  well)  to 
be  on  the  alert  when  dealing  with  customcis  fillmi;  this  profile. 


HKIJAIJILITY 

lliis  techni<|ue  is  really  a  form  of  statistical  sampling,  wheuin  the  .m.ily/ed 
customer  base  is  theoretically  a  sample  of  all  the  world  (an  infinite  popula- 
tion) 'IlH-r.-lor*-.  the  extent  of  its  reliabihl  v  m.iv  be  vet  v  limited  if  too  sm.ill  a 
sample  is  obtainable. 
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Proper  sample  size  can  be  computed.  For  example,  is  the  250  sample  size 
of  the  subgroup  Direct/1  to  5/IV  large  enough  to  rely  on? 

We  know  that  the  break-even  failure  rate  is  equal  to  the  Gross  Margin, 
which  is  40%.  We  therefore  want  to  be  sure  that  the  margin  of  error  in  the 
sample  does  not  allow  us  to  realize  a  failure  rate  in  excess  of  40%  if  the  com- 
pany concludes  from  this  analysis  that  it  wants  to  continue  selling  to  the 
group. 

The  statistical  formula  employed  is: 

N  =  [(z^)  (P)  (1  -  P)]/[(R  -  P)^] 

where:     N  =  Sample  Size  Minimum 

z  =  Confidence  Coefficient  (see  below) 

P  =  Observed  Failure  Rate 

R  =  Maximum  Acceptable  Failure  Rate 

The  table  for  some  commonly  used  confidence  coefficients  is  as  follows:* 


Confidence  Level: 

99.73% 

99.00% 

98.00% 

96,00% 

95.00% 

90.00% 

80.00% 

50.00% 

z 

3.00 

2.58 

2.33 

2.05 

2.00 

1.96 

1.28 

0.6745 

Confidence  levels  mean  that  by  employing  the  confidence  coefficient,  the 
user  can  expect  that  x  samples  out  of  100  samples  will  yield  results  like  those 
observed  in  the  instant  sample.  (Use  of  a  99%  confidence  level  will  mean  99 
of  100  samples  will  be  within  the  expected  range.) 

In  this  example,  the  proper  sample  size  for  the  highest  confidence  level 
(99.73%)  is  determined  by: 


[(z^)(P)(l-P)]/[(R 
[(3.00)^(.236)(1  -  .236)]  /  [(.40  -  .236)^] 


P)(2]  =  N 
=  60.344,  rounded  up  to  61 


As  our  sample  size  is  250,  it  can  apparently  be  relied  upon  with  a  good  de- 
gree of  confidence.  (Note  that  unless  the  entire  universe  is  sampled,  100% 
confidence  is  not  mathematically  achievable.) 

However,  there  is  always  the  risk  that  a  particular  company  sample  will  be 
inaccurate.  (It  may  be  inaccurately  good  or  bad.)  That  risk  can  be  exaggerated 
if  the  company  has  followed  policies  that  tend  to  skew  the  data  base  by  at- 
tracting and  accepting  or  repelling  and  rejecting  an  inordinate  number  of  fail- 
ing quality  accounts.  The  best  defense  against  that  risk  on  an  aggregate  basis 
is  to  repeat  the  analysis  over  a  period  of  time,  say  at  least  once  a  year,  to  be 


'Formula  derived  from  and  table  taken  from  Spiegel,  M.  R.,  Ph.D.,  Schaum's  Outline  of  Theory  ami 
Problems  of  Statistics,  pp.  157-8,  McGraw-Hill  Book  Co.  (New  York,  1961). 
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sure  no  extraordinary  results  are  occurring.  If  they  are.  more  detailed  analy- 
sis is  necessar>'. 

That  detailed  analysis  is  ging  to  be  needed  anyway,  because  it  is  still  indi- 
vidual accounts  that  fail,  not  groups.  The  individual  accounts  need  to  be  ex- 
amined on  the  basis  of  financial  attributes,  too. 

Before  proceeding,  a  quick  reviev^'  of  whats  been  actxjmplished  with  non- 
fmancial  data: 

1.  It  has  established  that  certain  accounts  exhibiting  specified  character- 
istics require  special  handling — i.e.,  credit  and  sales  are  alerted  to 
specially  screen  these  applicants. 

2.  \'arious  markets  have  been  ranked  by  credit  desirability  for  the  Sales 
Department  to  consider  in  developing  its  marketing  and  sales  plans. 

3.  It  has  determined  where  credit  operations  can  provide  the  biggest  re- 
turn; i.e.,  gauged  what  kinds  of  accounts  demand  a  higher  input  of  re- 
sources that  is  likely  to  pay  off  with  a  higher  output  of  safe  accounts. 


FINANCIAL  ATTRIBUTES— SPECIFIC 
ACCOUNT  TREATMENT 

Financial  analysis  for  credit  purposes  focuses  on  just  the  issues  of: 

1.  Can  Fay? 

2.  Timely  Pay? 

3.  How  Much  Credit? 

It  is  therefore  less  extensive  than  investment  analysis  or  other  financial  analy- 
sis that  may  deal  with  return  on  investment,  decision  theories  or  other  more 
e.sotcric  methtnls.  It  is  arguably  less  demanding  as  well. 

lliis  section  will  discuss  a  simple  analytical  t(M)l  that  can  shortcut  some  ol 
the  mor«-  complicated  analysis  and,  together  with  data  derived  from  the  non- 
financial  attributes  study,  provide  a  Jlcxiblc  nu-thod  that  can  be  changed  with 
changes  in  circumstances.  It  is  also  a  method  readily  anu-nable  to  computer 
adaptation,  which  offers  the  important  IxMiefit  of  (luick  turnaround  on  credit 
decisions.  This  can  be  an  advantage  in  the  markelpla(«\  as  well  as  in  main- 
taining sales  force  morale  and  reducing  friction  with  llic  ci.-iht  (iii>arlnunt 


(Jan  Fay 

For  the  "Can  I'ay"  ciuestion,  two  <li.screli-  iinant  lal  tests  ai<'  (•mpli>y<'d: 

1.  Cash  Test;  and 

2.  A  (Condition  Test 
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A  prospect  must  pass  both  tests  to  qualify  for  credit.  It  works  like  this: 
Consider  a  four-quadrant  graph  set  up  with  these  axes: 

Cash  &  Equivalents 


Total  Cash  Demands 


-Current  Liabilities 


Cash  &  Receivables 
or  Working  Capital 

Each  quadrant  discloses  a  ratio  as  described: 
Average  Days  Cash 


Average  Days  of 
Worklnar  Capital 


Add  Test  Ratio 


The  values  for  all  of  the  axes  come  directly  from  the  financial  statements. 
Total  Cash  Demands  can  be  defined  two  ways: 

1.  Cash  Outflow;  or 

2.  Total  Expenses  Plus  Inventory  Change. 

Cash  Outflow  can  be  pulled  from  a  Cash  Flow  Statement  if  one  is  available. 
However,  the  typical  credit  report  and  many  sets  of  statements  received  from 
applicants  exclude  such  a  statement.  Total  Expenses  and  Inventory  Change 
are  derivable  from  the  Profit  &  Loss  Statement.  Depreciation  and  other  non- 
cash expenses  should  not  be  deducted  on  the  theory  that  they  may  fairly  re- 
flect cash  demand  for  capital  replacement  and/or  debt  service.  If  the  analyst 
knows  more  precisely  what  that  demand  is,  then,  of  course,  that  knowledge 
should  be  used  instead.  Inventory  Change  is  defined  as  Closing  Inventory 
less  Opening  Inventory,  which  should  be  found  in  the  Cost  of  Goods  Sold  cal- 
culation. A  conservative  approach  would  be  to  ignore  inventory  decline,  on 
the  theory  that  there  is  always  pressure  for  growth,  even  if  the  particular 
cutoff  point  for  financial  statements  happens  to  show  a  temporary  decline. 
Other  refinements  can  be  introduced  to  the  calculations,  such  as  considera- 
tion of  whether  the  statements  are  developed  on  the  cash  or  accrual  or  some 
other  accounting  method. 

To  provide  extra  perspective  to  this  test,  the  axis  for  Cash  Demand  uses  a 
scale  different  from  the  other  three  axes.  This  scale  is  calculated  at  the  ratio  of 
360  days  to  the  applicant's  collection  period.  Thus,  if  the  applicant's  collec- 
tion period  is  30  days,  the  scale  will  be  1/12  of  the  other  three  scales.  As  both 
of  the  ratios  involving  cash  demand  look  at  days  supply,  the  logic  is  to  reward 
the  applicant  that  efficiently  collects  its  own  receivables,  as  those  coUections 
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ftind  its  payoff  of  our  receivables.  In  the  absence  of  those  cx)llections.  the 
creditor  is  relying  strictly  on  cash  on  hand.  (Note.  When  dealing  with  individ- 
uals, the  sciiles  will  not  be  adjusted.) 

The  figures  for  the  applicant  are  plotted  on  tlie  graph  and  the  points  con- 
nected to  form  a  rectangle.  Assume  thc-ic  numbers  for  an  example  (defini- 
tions in  parentheses  refer  to  individuals  as  applicants): 

Working  Capital  (Cash  &  Securities)  $30(),(X)0 
Cash  6c  Equivalents  (Cash  &  Securities)  $60,000 
Current  Liabilities  (Current  Liabilities)  $140,000 
Sales  (Salary  and  other  income)  $L400,(XX) 
Total  Expenses  (Total  Expenditures)  $I,320,(KX) 
Opening  Inventory  (NA)  $100,000 
Closing  Inventory  (NA)  $100,000 


If  the  rectangle's  length  is  greater  than  its  width,  the  applicant,  on  this  test, 
passes.  Why? 

Mathematically,  cash  and  eciuivalents  are  being  double  covmted.  as  they 
comprise  a  part  of  current  assets.  Subtracting  current  liabilities  from  current 
assets  gives  a  suqilus  available  for  fiiture  commitments,  of  which  our  sale  will 
assumedly  be  a  part.  If  that  surplus  (giving  extra  weight  to  actual  cash)  is  sufii- 
cient  to  cover  needs  through  the  next  receivables  cycle,  the  applicant  will  be 
capable  of  paying.  That  surplus  is  represented  by  length  less  width. 

Here's  how  our  example  looks: 


Cuh  A  KqulvklcnU 


ToUl  Cuh  Ormandi 


CurrrnI  l.ithlllllr 


Cwh  A  Rfftlvahln 
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The  Condition  Test  is  similar.  The  labels  for  this  graph's  axes  and  the 
meanings  of  the  quadrants  are: 


Equity 


Debt/Equity  Ratio 


Cost  of  Borrowed  Capital 


Return  on  Equity 


■  Earnings 


Coverage 


Interest  Expense 

The  Earnings  and  Interest  axes  are  scaled  at  ten  times  the  Equity  and  Debt 
axes,  to  provide  symmetry  in  presentation.  By  so  scaling,  the  analysis  is  im- 
plicitly focusing  on  10%  as  a  critical  relationship  of  earnings  to  capital  (not  an 
unusual  minimum  acceptable  return)  and  on  10%  as  a  critical  relationship  of 
interest  to  debt  (not  an  unusual  caution  point).  Different  proportions  can  be 
used  if  market  conditions  indicate  the  need. 

The  passing  applicant  will  have  more  area  in  the  rectangular  segment  to  the 
right  of  the  lines  connecting  Debt/Equity  to  0  and  0  to  Coverage,  than  to  the 
left  of  those  lines.  Why? 

The  areas  of  the  sub-rectangles  in  the  Debt/Equity  and  Coverage  quad- 
rants are  bisected.  What's  really  being  compared  is  profitability  in  the  Return 
on  Equity  Quadrant  to  capital  servicing  requirements  in  the  Capital  Cost 
Quadrant.  Merely  comparing  earnings  to  interest  without  regard  to  capital- 
ization would  ignore  a  critical  condition  factor.  Hence,  the  area  test. 

Here's  an  example: 


Equity  (Net  Worth) 

Debt  (Debt) 

Interest  (Interest) 

Earnings  (Annual  Savings  Buildup) 


Equity 


$600,000 
$500,000 
$  40,000 
$100,000 


Earnings 


Interest  Expense 
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Timely  Pay 

The  Timely  Pay  test  is  a  simple  analysis  of  the  age  of  the  applicants  payables 
calculated  as: 

(Current  Liabilities)/(Cash  Demands)]  [360  days] 

or  as: 

[Trade  Payables/Purchases]  [360  days] 

If  data  are  available,  the  latter  formula  is  preferred,  as  it  eliminates  liabilities 
such  as  accrued  taxes  or  accrued  wages,  which  may  distort  the  treatment  that 
ma\'  normally  be  expected  by  trade  creditors. 

The  resulting  age  is  compared  to  the  creditors  terms,  to  the  creditor  s  av- 
erage receivables  age  or  to  just  a  maximum  acceptable  time  lor  payment, 
which  will  rarely  be  over  60  days.  If  the  payables  age  is  low  enough,  the 
applicant  passes.  Why?  Because  the  applicant  is  apparently  in  tlu-  habit  of 
paving  his  bills  within  a  time  frame  acceptable  to  us. 

The  figures  for  this  example  come  from  the  (-an  Pay  test: 

[$140,000/$1.320,00][360  days]  =  38. 18  days 

If  we  are  using  an  average  receivables  age,  and  that  age  is  61  days,  the  ap- 
plicant passes. 

Having  passed  this  test,  and  nnding  the  applicant  in  an  acceptable  attrib- 
utes group,  the  credit  manager  may  still  want  to  subject  the  applicant  to  some 
other  scrutiny.  However,  the  degree  of  need  to  do  that  may  well  be  mitigated 
by  the  screening  process  and  how  well  our  applicant  has  cx)me  through  it. 
Assuming  we're  now  satisfied  ol  credifworthine.ss,  how  nnu  b  c  rcdit  do  we 
allow? 


LINE  OF  CREDIT 

It's  a  judgnu-nt  call.  Clerlainly,  (.edit  should  not  exceed  the  net  worth  of  the 
applicant,  and  if  the  applicant  is  or  has  recently  been  losing  n.oney,  that  net 
worth  figure  should  be  adjusted  downward  to  allow  lor  losses.  That's  still  a 
hi«h  maxinuun.  because  it  is  assuming  that  assets  en,  be  i-onverted  to  cash  at 
book  value  and  used  to  pay  us 

I'rac  ticallv  speaking,  the  al,ilily  of  the  api)licant  to  pay  in  the  short  run,  for 
which  initial  credit  is  gianled.  will  In-  a  Imution  of  current  position.  ,\i-cord- 
ingly.  a  safe  limit  is  the  sum  of  the  excess  of  lurrenl  assets  over  all  current  lia- 
biliti<-s,  plus  afier-tnx  earnings  during  the  receivabh-  i)erio<l.  which  will  as- 
snm.-dly  be  rc-flected  in  the  hilmc  lluouuh  K'owll.  m  the  .-xcess  of  assets  over 
liabilities. 
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The  upper  limit  on  line  of  credit  might  well  be  set  by  figuring  the  size  of 
the  blow  our  firm  can  weather  if  the  account  goes  totally  bad.  Rarely  will  one 
account  be  so  large  as  to  threaten  our  survivability,  but  dividing  the  maxi- 
mum blow  by  a  safer  factor  (e.g.,  10,  indicating  it  would  take  10  accounts  to 
go  bad  together)  translates  into  a  risk  factor.  (See  Chapter  8  on  insurance  for 
classifying  risks,  as  the  same  principals  can  be  applied  to  accepting  the  risk  of 
particular  credit  limits.) 

If  an  account  does  loom  very  large,  there  are  a  few  remedies  to  be  explored 
to  limit  the  risk: 

1.  Credit  Insurance.  (See  Chapter  4.) 

2.  Non-recourse  discounting  of  receivables.  (See  Chapter  11.) 

3.  Expand  sales  to  diversify  the  account  risk. 

Nevertheless,  when  all  is  said  and  done,  settling  on  a  line  of  credit  is  a 
judgment  call. 

Somewhere  between  the  high  and  the  safe  lies  a  good  policy.  The  key  to 
credit  management  in  this  area,  however,  is  more  properly  found  in  the  con- 
tinual monitoring  of  these  accounts,  which  will  be  covered  in  Chapter  4. 
These  two  benchmarks  of  net  worth  and  current  excess  plus  earnings  are 
more  useful  as  triggers  for  account  monitoring  and  reevaluation.  Decisions  on 
more  credit  can  and  should  logically  follow  those  reviews. 


MODIFICATIONS 

Quick  review  of  these  tests  will  reveal  that  a  company  showing  losses  will 
never  qualify,  as  it  will  fail  the  condition  test.  This  approach  would  therefore 
cut  off  a  potentially  significant  market  and  be  impossible  to  accept  for  compa- 
nies selling  primarily  to  cyclical  industries  or  depressed  aras. 

Hence,  a  modification  must  be  adopted.  The  simplest,  and  often  the  most 
effective,  is  the  use  of  average  results  over  three  or  five  years,  or  throughout 
an  identifiable  economic  cycle. 

A  second  modification  includes  calculation  of  cash  requirements  generated 
by  continuing  losses  compared  against  apparent  lines  of  bank  and  investor 
credit.  An  applicant  losing  money  while  living  with  a  high  debt/equity  ratio 
should  not  qualify,  while  a  loser  with  great  credit  line  reserves  shouldn't  be 
ignored. 

As  all  of  this  process  is  judgmental  in  one  respect  or  another,  exceptions 
can  be  made  on  the  basis  of  non-financial  attributes  (such  as  management 
quality)  or  on  other  grounds  (affiliates).  The  point  to  be  made  is  that  these 
should  be  exceptions,  not  the  rules.  The  company  with  loads  of  receivables 
from  losing  companies  is  obviously  courting  trouble. 


Chapter  Four 

ACTION  TECHNIQUES  FOR 
MANAGING  ACCOUNTS 
RECEIVABLE 


The  sale  is  ours.  We've  got  the  customer.  He's  got  the  product.  Now  we  just 
want  to  get  paid. 

Having  made  the  investment  in  receivables,  this  chapter  tells  how  that  in- 
vestment is  to  be  managed  and  sets  the  stage  for  dealing  with  and  minimizing 
those  aberrant  receivables  investments  that  demand  special  collection  ef- 
forts. 

Here,  we'll  examine  the  pre-collection  process,  breaking  it  down  into  these 
components: 

1.  Billing 

2.  Cash  Discounts  Policy 

3.  Accounts  Receivable  Monitoring 

BILLING  DESIGN 

An  invoice  has  not  one,  but  five  purposes: 

1.  Tell  the  customer  how  much  he  owes. 

2.  Remind  him  why  he  owes  that  amount. 

3.  Perpetuate  a  strong  and  attractive  image  of  your  company  in  the  cus- 
tomer's mind. 
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4.  Motivate  the  customer  to  pay  proinptly,  prulcrahly  without  a  mo- 
ment's delay. 

5.  Make  it  as  easy  as  possible  for  the  customer  to  sucrumh  to  the  motiva- 
tion to  pay. 

In  designing  the  invoice  to  accompUsh  these  objectives,  these  cardinal 
rules  apply: 

1.  Simplicity.  Keep  the  invoice  as  uncluttered  as  possible.  Eliminate  un- 
necessar>'  material.  Minimize  data  that  has  little  or  no  meaning  to  the  cus- 
tomer. (E.g.,  credit  rating  codes.  If  you  feel  it  makes  sense  to  put  them  on  an 
invoice,  and  it  often  does,  let  it  show  up  only  on  the  in-house  cops.)  Keep 
code  numbers  short.  If  you  ask  for  an  invoice  or  other  reference  number  on 
the  payor's  check,  don't  c-onfuse  him  with  many  to  choose  from.  An  easy  wray 
to  reduce  the  number  of  figures  is  to  use  letters  (you've  got  26.  instead  of  10 
to  choose  from)  as  part  of  the  coding.  When  assigning  account  numbers,  it's 
also  often  helpful  to  use  part  of  the  customer's  name  in  the  accovmt  code,  as  it 
facilitates  identification. 

2.  Cmiplcteness.  Dont  go  too  far  overboard  in  your  attempts  at  simplifi- 
cation. Make  sure  that  all  of  the  material  you  wish  to  connnunicate  to  the  cus- 
tomer is  included. 

A.  Who  is  the  invoice  from';' 

B.  Why  is  the  money  owed? 
i.     What  was  Ixiught? 

ii.     When  was  it  bought? 

iii.   What  does  it  c-ost? 

iv.    When  was  it  delivered? 

V.     Any  .sales  tax? 
(;.    How  nnuh  is  owed  in  totalr* 

1).    How  much  time  may  elapse  before  mhi  should  bi-  i)aid.'' 
E.    Where  should  payment  be  sent? 
K.    What  will  be  charged  if  payment  is  late? 
(;.    How  much  will  Im'  saved  if  jiaymtnt  is  made  early? 
H     \Mial  xhould  be  sriit  b.u  k  with  p.iviiw  ill  (eg.  invoice  copies)? 
1       \\  iio  should  !>(•  contacted  il  tlien's  a  problem? 

A  pari  of  the  ccnnpleteness  concept  is  the  id<a  of '  lull  disclosure"  in  the  bill- 
ing tlescriplion.  so  that  the  cuslomc-r  is  helped  to  fe<I  lull  value  is  received  lor 
the  money  expc-nded.  Compar*-  these  two  samples 
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Bill  I 

1  Washing  Machine,  Complete  $400.00 

Sales  Tax  20.00 

Total  $420.00 

Bill  II 

1  CG  Deluxe  Washing  Machine  with  automatic  feed,  Spin 
Cycle,  clutch  control,  computerized  settings,  including 
delivery,  installation  and  1  year  limited  parts  warranty  $400.00 

5%  South  Carolina  Sales  Tax  20.00 

Total  Due  $420.00 


Besides  being  good  public/customer  relations,  the  completeness  is  also  likely 
to  cut  down  on  questions  that  may  delay  payment.  For  those  dealing  with 
businesses,  the  approach  may  also  help  a  purchasing  agent  justify  the  ex- 
pense of  buying  from  you. 

3.   Clarity.  Make  the  information  clearly  understandable.   Avoid  these 
three  most  common  mistakes: 

A.  Incompleteness;  e.g.,  "Net  30  days.  "  Does  the  seller  mean  30  days 
from  the  date  of  shipment,  receipt  of  merchandise,  date  of  billing  or 
receipt  of  the  bill? 

B.  Abbreviations.  You  know  what  they  mean,  but  will  the  customer? 
Be  especially  careful  with  product  descriptions  and  information. 
Troubles  frequently  occur  with  computerized  systems  with  limited 
"field"  (i.e.,  number  of  characters  that  can  be  devoted  to  memory 
and/or  print  space)  sizes.  When  confronted  with  an  entrenched  sys- 
tem that  will  cost  a  lot  to  modify,  one  solution  is  to  print  an  abbrevia- 
tions glossary  on  the  back  of  the  invoice.  Don't  put  it  on  the  front; 
your  invoice  will  look  cluttered. 

C.  Avoid  trade  jargon.  Most  industries  and  even  many  companies  have 
their  own  particularized  language,  which  may  be  confusing  to  out- 
siders. For  example,  a  manufacturer  of  liquid  products  may  bill  a 
customer  for: 

"1  case  Liquid  Grease  $18.00" 

While  the  case  contains  six  one-gallon  containers,  for  which  the  price  is 
$3.00  per  gallon,  if  the  customer's  trade  deals  generally  in  products 
packed  four  to  a  case,  the  customer  may  think  the  price  is  an 
uncompetitive  $4.50  per  gallon.  Or,  being  positive  the  price  is  only 
$3.00/gallon,  he  may  remit  only  $12.00.  Or,  he  may  waste  precious 
time  disputing  the  invoice. 


so 
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4.  Courtesy.  A  seemingly  obvious  point,  but  sonu-how  one  tbat  is  still 
missed  by  too  many.  One  example:  "Please  pay  this  amount"  is  certainly  pref- 
erable to  "Pay  this  amount." 

Putting  a  thank  you  at  the  bottom  of  an  invoice  can't  hurt.  Cot  the  custom- 
er's name  right,  especially  when  dealing  with  individuals.  Include  titles  (eg-, 
Dr.)  when  they're  appropriate.  Including  job  titles  can  also  help  avoid  (jues- 
tions  about  who  ordered  \Nhat  in  a  compans  setting.  Tlu  re  may  well  be  more 
tlian  one  J.  Johnson. 

Most  important  (and  most  difVicult  to  deal  with  in  a  computerized  system), 
respond  to  customer  retjuests  regarding  the  bill.  For  example,  if  a  customer 
asks:  "Please  include  our  Purchase  Order  Number  on  your  invoice."  failing  to 
do  so  is  not  only  poor  public  relations,  but  will  also  probably  slow  the  custom- 
er's processing  of  your  invoice. 

5.  Positiveness.  Make  the  invoice  attractive  and  di.stinctive.  Ifyouhavea 
logo,  use  it.  Brightly  colored  paper,  legible  print,  clearly  defined  txilumns 
and  an  uncluttered  appearance  (simplicity)  will  make  the  invoice  that  much 
easier  and  appealing  to  process.  Hemember,  several  people  will  probably  be 
involved  in  the  customer's  payment  process.  Kven  in  a  family  there  s  a  hus- 
band and  wife.  You  want  to  appeal  to  all  those  indivitluals. 

6.  Ease.  Simplifv  the  customer's  work.  Minimize  the  writing,  calculating 
and  reviewing  he  has  to  do.  People  will  tend  to  do  the  easier  job  first.  Prob- 
lems may  be  laid  aside  for  higher  authority  to  deal  with  (perhaps  when  the 
boss  returns  from  vacation).  Provide  enough  copies.  Include  a  seli-addres.sed 
envelope.  Make  the  bill  fit  smoothly  with  the  proper  fold  into  a  standard  win- 
dow envelope.  Remittance  copies  can  even  be  turned  into  return  envelopes. 

Having  designed  the  invoice,  its  tinu-  to  put  it  to  use.  If  the  job  has  been 
done  right,  we've  got  a  collection  tool  and  a  selling  tool  that's  going  to  help 
generate  repeat  business. 


Tin:  BILLING  PROCESS 

Speed  IS  tin-  watchword.  Hill  fast  and  paynui.t  will  arrive  that  umch  sooner. 
To  achieve  maximum  speed,  billmg  cannot  be  viewed  as  son.ething  that  just 
happens."  It  only  happens  when  the  right  information  reaches  the  billmg  sta- 
l,.,n  (whether  a  clerk  at  a  lypewrit.T  or  u  wmputer  ctnu.ected  optical  scanner) 
and  is  pnK-essed  mt<,  har.l  copv  that  g.u-s  .\S.\P  to  tlie  customer.  K verybmly 

knows  tliat.  . 

Asid.-  from  Jiggling  the  ollice  arrang<-ment  or  inslallmg  a  higher  speed 
prmter.  where  can  a  (..mpanv  compress  the  lime  iiam<-  m  lb.-  billing  iM.Kessf' 
Perhaps  in  two  places-   with  the  cmsIomh-.  .n.<l  with  d.-hverv  ol  the  bill. 


the;  billing  process  si 

Prebilling 

In  many  service  businesses,  particularly  those  that  deal  with  monthly  con- 
tracts, a  typical  payment  cycle  looks  like  this: 

Begin  Work  Day    1 

Complete  Month  Day  30 

Start  Next  Month's  Work  Day  31 

Bill  Day  32 

Bill  Received  Day  35 

Customer  Processes  Payment  Day  59 

End  Second  Month's  Work  Day  60 

Start  Third  Month  Day  61 

Payment  Sent  Out,  Bill  2nd  Mo.  Day  62 

Payment  Received  for  Month  1  Day  65 

Thus,  by  the  time  the  first  payment  is  received,  the  account  has  required  65 
days  of  cash  investment,  and  possibly  more  if  the  payment  is  not  promptly 
deposited  with  and  credited  by  the  bank.  Particularly  in  a  service  industry 
where  the  primary  expense  is  labor,  translated  into  frequent  payrolls,  the 
cost  is  immediate  and  real. 

Assume  for  example,  a  contract  of  $1,000  per  month  with  $700  per  month 
in  cash  flow  out  and  a  start-up  cost  of  $1,000  in  the  first  month  of  the  contract, 
and  the  above  timetable.  Even  with  a  reasonably  healthy  30%  per  month  cash 
margin,  the  account  will  not  reach  break-even  payback  on  a  cash  basis  until 
after  the  eighth  month: 

1st  Mo.  Capital -h  65  days  expense        1,000  +  (65)  (700/30) 
=  =  8.39  months 

Revenue/Mo.   -  Expense/Mo.  1,000  -  700 

In  fact,  the  real  time  is  longer  when  the  cost  of  money  is  factored  in.  If  the 
company  is  on  an  accrual  basis  for  tax  purposes,  recognizing  income  upon 
billing  and  not  when  payment  is  received,  the  cost  is  potentially  higher,  as 
cash  may  be  paid  out  in  taxes  before  it  is  actually  collected. 

All  that  eats  up  cash  and  credit  lines.  It  can  put  a  lid  on  growth  based  on 
cash  availability  instead  of  operational  capacity,  thus  devaluing  that  capacity 
and  reducing  the  benefits  of  operating  leverage.  How  can  some  of  that  be 
saved? 

Prebill  the  customer  on  the  very  first  day  of  each  month  with  terms  of  Net 
40  or  so.  This  way  the  customer  still  owes  nothing  until  the  work  is  completed 
and  he's  had  a  chance  to  inspect  and  reap  its  benefits. 


ACTION  TECHNIQUES  FOR  MANAGINC  ACCOUNTS  RECEIVABLE 


Meanwhile,  several  advantages  accrue  to  the  seller.  First,  terms  of  Net  40 
seem  rather  generous  even  though  the  customer  is  really  getting  only  Net  10 
compared  to  the  old  system;  hut  the  psycholog\-  is  compelling.  Scc-ond,  and 
even  more  important,  the  hill  is  likely  to  get  into  the  customer's  payment 
processing  system  30  days  faster.  The  psychological  impact  of  an  invoice 
sitting  around  for  30  days  is  meaningful,  particularly  when  dealing  with  a 
minimally  c-omputerized  customer.  For  those  who  may  pay  hills  onc^  a  week 
or  once  a  month,  this  method  is  likely  to  generate  a  few  saved  days.  For 
larger  payors,  the  advantage  of  getting  a  bill  into  the  system  or  onto  their 
computer  also  has  real  meaning. 

Prehilling  requires  some  selling  and  good  customer  relations,  hut  if  it  is 
made  a  part  of  normal  company  policy  and  treated  as  such,  with  Sales  De- 
partment cooperation,  customer  resistance  should  be  minimal.  The  key  is 
providing  that  extra  advance  time  for  customer  review  before  payment.  That 
way  he  can  feel  he's  not  paying  for  ser%ice  sight  unseen.  Even  if  terms  are  ex- 
panded to  Net  60,  its  still  worthwhile.  Who  knows,  once  in  a  while,  payment 
may  even  be  sent  before  the  month  is  out. 

Two  other  important  points  on  prehilling: 

1.  Until  the  work  is  completed  and  the  right  to  receive  the  money  attaches 
from  a  legal  standpoint,  the  income  generally  need  not  be  recx)gnized  for  tax 
purposes  under  the  accrual  method.  The  mere  fact  of  billing  will  usually  not 
cause  income  to  be  recognized.  {See  IHS  Regulation  1.4,51-1.)  For  cash  basis 
taxpayers,  the  point  is  moot  as  no  income  is  recognized  until  the  payment  is 
received. 

2.  Be  sure  when  monitoring  receivables  to  not  factor  in  these  prebilled  ac- 
counts before  they  come  due.  Treating  them  as  overdue  can  upset  an  on-time 
customer.  Aging  should  also  be  adjusted  to  avoid  distorting  calculations  and 
reiwrting.  Without  such  adjustments,  comparability  to  comiianies  and  indus- 
tries not  using  prehilling  will  be  compromised. 


Mailing  and  Delivery 

Diiriculties  with  the  U.S.  Postal  Ser%ice  and  that  of  oth.-r  countries  anipled 
with  the  rising  cost  of  mailing  has  led  many  companies  to  explore  alternate 
nu-lhods  lor  delivering  all  kinds  of  mail  and  to  reevaluale  mailing  operations. 
Before  considering  alternatives,  make  sure  thai  all  is  being  done  that  can  be 
done  to  fa(  ilitate  mail  d«-livery.  Tr>'  out  this  checklist  on  your  inailroom  and 
billing  operation: 

1.  Are  addresses  coiiiplcic  and  Icgiblei' 

2.  Are  zip  ihkU's  included?  All  nine  digits'i' 

3.  Is  mail  bait  h«-<l  by  zip  c«Hlei' 
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4.  Do  all  envelopes  carry  the  right  postage?  (Some  mailing  machines  au- 
tomatically weigh  and  stamp  each  piece.) 

5.  Does  the  mailroom  know  the  deadlines  for  getting  mail  to  the  post  of- 
fice and  are  schedules  synchronized  to  those  deadlines? 

6.  Is  the  company  careful  to  use  envelopes  of  a  size  easily  handled  by  the 
post  office?  Check  with  your  local  postmaster  if  there's  a  question. 

7.  If  using  a  postage  meter,  is  remaining  postage  carefully  monitored  to 
assure  it  doesn't  run  out  at  a  critical  time?  If  using  stamps,  is  the  sup- 
ply similarly  monitored? 

8.  Are  envelopes  properly  sealed? 

Also,  to  hold  down  postage,  can  these  steps  be  taken? 

9.  Can  lighter  weight  envelopes  or  paper  be  used? 

10.  Can  smaller  documents  be  used  to  save  weight? 

11.  Can  the  backs  of  documents  be  used  to  reduce  paper 

These  last  three  steps  will  probably  save  printing  costs,  too. 

O.K.,  all  that's  done  and  the  results  are  still  less  than  satisfactory.  Look  into 
private  delivery  services.  High  volumes  within  relatively  small  geographic 
areas  can  make  such  an  alternative  attractive. 

In  some  circumstances,  the  bill  can  be  enclosed  with  the  merchandise  to 
accomplish  time  and  cost  savings. 

Beware  this  pitfall.  Be  sure  the  customer  receiving  department  can  and  will 
pass  the  bill  along  to  the  payment  department.  In  most  such  cases  it's  a  good 
idea  to  follow  up  with  statements. 

Avoid  this.  Giving  bills  to  salesmen  can  create  a  negative  impact.  The  salesman 
has  enough  on  his  mind  anyway  and  may  forget  to  drop  the  bill  off.  It's  a  good 
way  to  demoralize  your  sales  force  and  create  internal  friction . 


CASH  DISCOUNT  POLICY 

To  a  large  extent,  the  use  of  a  cash  discount  seems  a  straightforward  cost- 
benefit  problem.  Is  the  income  foregone  outweighed  by  the  savings  in  inter- 
est costs  and  conservation  of  credit  lines? 

But  the  simple  equation  is  complicated  by  a  number  of  other  questions: 

1.  What  is  the  impact  on  sales?  Does  the  competition  offer  it?  How  does 
the  customer  view  it?  Perhaps  the  discount  is  more  effectively  used  as  a  price 
reduction  to  attract  more  sales? 


HA  ACTION  TECHNIQUES  FOR  MANAGING  ACCOUNTS  RECEIVABLE 


2.  What's  the  cost  of  chasing  down  unearned  discounts?  And  the  cost  of 
monitoring  them? 

3.  What's  the  real  amount  of  time  saved?  Is  it  the  difference  between  say 
1/10  and  Net  30?  Or  might  the  chscount  have  waited  45  days  liefore  paying? 

4.  Customers  who  do  not  take  advantage  of  the  discount  are  often  tliose 
most  prone  to  deUnquency.  as  the  rate  of  return  for  the  payor  is  usvuilly  fairK 
high  and  accordingly  not  to  be  passed  up  lightly.  (E.g.,  1/10  Net  30  is  a  1% 
cost  for  an  extra  20  days'  use  of  money,  etpialing  365/20  or  18  V*%  annually.) 
Hence,  the  discount  can  help  to  monitor  and  evaluate  credit  customers.  The 
discount  may  thereby  reduce  bad  debts  l)y  alerting  the  credit  department. 
That  savings  should  be  factored  into  the  positive  side  of  discount  evaluation. 

5.  Educating  customers  about  changes  in  discount  policy  also  has  a  cost.  It 
is  not  an  item  that  can  be  changed  too  freciuently,  as  \oull  want  the  customer 
to  pay  as  a  matter  of  course.  C;onhision  in  policy  can  slow  up  payment.  This 
insusceptibility  to  change  also  makes  investigation  dittkult,  as  data  collection 
through  experimentation  is  inhibited. 

Therefore,  the  decision  will  necessarily  involve  a  good  deal  of  judgment. 
Sharing  that  decision  with  sales  managenienl  is  often  a  wise  and  iiruilent 
course  to  follow. 

Tax  tip.  lor  arcnial  basis  tax  paiicts  alio  do  offer  a  discouut.  riniv(d)lrs  still 
clifiihlr  to  take  the  discount  can  he  reported  as  income  uithout  including,  ihv 
anumnt  of  the  discount,  lowering  taxes.  (See  earlier  reference  to  I'rintice-llail 
I'ldcral  Taxes.) 

.Should  a  discount  be  offered,  the  handling  of  \mearned  discovnits  improp- 
erly taken  nuist  also  be  dealt  with.  Essentially,  there  are  four  alternatives  to 
use  in  solving  this  problem; 

1 .  Do  nothing.  This  makes  the  discomit  e(HM\  alent  to  an  outright  price  re- 
duction. In  some  circumstances  this  is  a  valid  alternati\e,  not  only  be(aus<- 
going  after  the  discount  may  caiise  customer  unrest,  but  beca\ise  the  admin- 
istrative cost  may  outweigh  the  additional  n-venue. 

2.  Raise  the  price  to  abusive  accounts  to  cover  the  lost  revemie.  .Siuh  a 
pric-e  rise  might  also  trigger  unrest.  One  may  also  (juestion  why,  if  prices  can 
1)C  raised  to  cover  this  contingency  in  a  particular  market  environment,  they 
are  not  at  tlu-  maximum  economiially  eiru  ient  level  anyway? 

3.  Hill  for  the  unearned  discount.  Ibis  task  is  lairlv  impractical  without  a 
computeri/.ed  system.  Where  bills  are  being  sent  regularly  anyway,  it  is  rec- 
onnnended.  There  ure  two  variations  winch  make  it  m«)re  palatable  lor  ni,\ii 
ual  systems  (and  have  an  appeal  for  computers.  t(M).  because  ol  the  cost  oi 
forms.  jMislage.  etc.).  Add  tin-  discount  to  the  next  bill,  whenever  it  (..incs 
up.  or  accumulate  tin-  uneariu-d  discounts  and  rcbill  l<>i  iIkiu  once  .i  \<-.u  or 
wlu-n  they  hit  a  certain  level. 
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4.  Eliminate  the  discount.  Again,  this  is  potentially  a  bone  of  contention 
with  customers,  but  perhaps  superior  to  a  price  rise  or  to  accepting  the  loss. 
Administrative  savings  are  worth  considering  in  evaluating  this  option.  If 
administrative  systems  make  it  unfeasible  to  eliminate  the  discount  on  only 
selected  accounts,  elimination  on  a  blanket  basis  has  to  be  considered  in  light 
of  all  accounts,  not  just  the  offenders. 

No  discussion  of  cash  discounts  is  complete  without  also  considering  the  re- 
verse discounts:  interest  and  penalties.  All  the  competitive  considerations 
influencing  discount  policy  apply  here,  too. 

Without  either  interest  or  penalties  for  late  payment,  terms  lack  teeth. 
Loss  of  opportunity  to  take  a  discount  may,  in  a  sense,  be  a  penalty  for  late 
payment,  but  once  the  time  has  passed  for  taking  the  discount,  there's  no  in- 
centive to  stop  delaying  payment. 

To  be  on  the  firmest  legal  grounds  for  collecting  interest,  obtain  a  signed 
blanket  credit  agreement  from  your  customers.  Ideally,  it  will  be  included  as 
a  part  of  the  credit  application.  Typical  language: 

Customer  understands  and  agrees  that  if  payment  is  not  received  by  seller  within  thirty 
days  from  the  date  of  billing,  Customer  will  be  assessed  and  Customer  agrees  to  pay  in- 
terest (or  late  charge)  of  per  cent  per  on  the  unpaid  bal- 
ance until  paid  (or  $ for  each  days  the  bill  re- 
mains unpaid). 

If  circumstances  render  that  approach  impractical,  the  next  best  thing  to  do 
is  to  send  an  acknowledgement  of  the  order  in  which  the  terms  are  stated. 
Or,  the  customer  may  be  induced  to  use  your  order  form  which  includes  sim- 
ilar language.  At  the  very  least,  be  sure  to  include  the  data  on  invoices.  The 
goal  is  to  motivate  payment.  If  the  customer  is  unaware  of  the  motivation,  the 
policy  fails. 

Warning.  Especially  if  you  deal  tuith  consumers,  you  should  he  aware  of  the 
requirements  of  the  Fair  Credit  Practices  Reporting  Act  (popularly  referred  to 
as  truth-in-lending)  and  related  regulations.  A  large  number  of  states  also  have 
requirements  about  disclosure.  The  cost  of  compliance  has  thus  become  a  deter- 
rent to  charging  interest  or  penalties  in  some  cases. 

The  rate  of  interest  or  size  of  penalty  is  not  of  small  import.  It  is  a  question 
of  your  preference  provoking  early  payment  or  earning  extra  money  on  the 
account.  The  higher  the  rate,  the  more  likely  payment  is  received  earlier.  If 
there's  a  desire  to  use  financing  of  customer  receivables  as  an  income  source, 
rate  setting  should  be  viewed  as  a  market  problem.  The  rate  should  be  above 
the  cost  of  capital  (including  the  cost  of  administration),  but  low  enough  to  at- 
tract some  takers.  Rarely,  however,  is  the  finance  business  attractive  for  com- 
panies who  do  it  as  a  sideline.  In  most  cases,  the  better  course  is  to  set  the 
rate  as  high  as  possible  given  competitive  limitations. 
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Warning.  Some  jurisdictions  still  have  usury  laws.  If  you  ))lan  to  charge  inter- 
est or  late  charges  (penalties  may  be  constnied  as  interest,  regardless  of  nomen- 
clature) be  sure  the  effective  rate  is  not  in  violation  of  any  such  laws. 

If  you  offer  cash  discounts  and/or  charge  for  late  payment,  be  sure  your 
accounting  reflects  the  impact  of  those  policies.  Not  only  is  segregation  ol 
the  data  important  for  evaluating  the  policies,  themselves,  hut  it  can  aflect 
pricing  strategies,  market  research  and  sales  efficiency  evaluations. 

Keep  this  in  mind.  Cash  discounts,  interest  and  penalties  can  present  a  frus- 
trating and  irritating  problem.  Abu.ws  are  just  about  inevitable.  But  their  use 
or  avoidance  form  a  part  of  overall  credit  policy,  ichich  is  a  sales-directed  is- 
sue. Don't  lose  sight  of  that  critical  relationship  to  sales. 
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Part  of  the  receivables  strategy  focuses  on  early  identification  of  problem 
accx)unts.  As  a  byproduct  of  the  monitoring  system,  information  useful  in 
evaluating  receivables  performance  and  in  broader  corporate  planning  is 
made  available. 

The  principal  monitoring  tiKils  are: 

1.  Aging  Schedule(s) 

2.  Payment  Schedule(s) 

3.  Credit  Limit  Positions. 

Each  is  designed  to  f(Kus  on  one  kind  of  situation  and  elicit  a  particular  kind 
of  credit  management  response,  first,  a  look  at  liow  they  re  dcvcloiicd. 

Aging  Schedules 

llie  classic  aging  schedule  groups  acx.x)imts  within  30-day  perimls.  When 
terms  are  dincrent  from  30  days,  the  groupings  ought  to  be  biLsed  on  the  ap- 
plicable terms  For  examph-,  if  terms  are  1/10.  Net  .30,  with  a  1  V2%  penalty 
after  each  30  days,  tin-  scln-dulc  should  be  l)r()k<n  uito; 

Discountable  Current  I'ciiallv  I  r.ii.illy  2  !'<  ii.ilt\  ()v<-r  2 

I'nd.-r  10  Days  11    .«)  U    (>()  lil^H)  *»1  .nid  Up 

This  breakdown  i)rovides  a  (luick  r<-feri'iicc  for  d<l(  rnnniiig  net  .iniouiits  du<-. 
which  will  be  iis«'hil  m  cash  How  forecasting. 

K(feetiv«'  aging  is  substantially  facilitated  by  a  computer,  which  pernnts 
complete  cross  n-ftrencing    Aging  schedules  segmented  by  various  parame- 
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ters  add  a  dimension  to  analysis  that  can  lead  to  more  rapid  trouble  control. 
The  following  list  provides  a  number  of  categories  for  consideration: 

Ordered  Oldest  to  Newest 

Alphabetical  by  Customer 

Ordered  by  Account  Size 

Ordered  by  Invoice  Size 

Divided  by  Salesman 

Divided  by  Sales  Center  (e.g..  Branch) 

Divided  by  Product/Product  Line 

Divided  by  Geographic  Area 

Divided  by  Customer  Industry 

Divided  by  Credit  Analyst 

In  addition  to  pinpointing  overdue  accounts  for  dunning,  the  information 
suggests  areas  where  extension  of  new  credit  may  be  a  problem.  For  exam- 
ple, higher  delinquencies  in  a  particular  geographic  area  might  warn  not  only 
of  impending  credit  trouble,  but  may  also  imply  a  coming  dip  in  sales  in  that 
area.  All  of  this  type  of  data  should  be  fed  to  top  management  in  summarized 
form  for  strategic  planning. 

For  each  account  grouping,  four  ages  can  be  calculated  according  to  this 
matrix: 


simple 


Complete 
Oldest 


Complete/Simple 
Oldest/Simple 


Weighted 


Complete/Weighted 
Oldest/Weighted 


Take  the  following  schedule  as  an  example: 


8S 
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SuDtot 
Baker  Co 
Charlie  Co 

Sublol 
Delta  Co 


Involct  # 

Date 

AmounI 

Aj. 

(Not  Appearing) 
Einension 

5250 
5354 
540B 
■3- 

1)20 
1-28 
2M8 

100 

450 

600 

1.150 

100 
92 

71 

10.000 
41.400 
42.600 

6040 

4/20 

600 

10 

6.000 

6020 
6104 
■2- 

4/20 
4/28 

300 
385 
685 

10 
2 

3.000 
770 

5280 
6080 
6099 
■3- 
■1- 

V24 
4/22 
4/22 

40 

320 

1.500 

1.860 

4,295 

96 
8 
8 

3.840 
2.560 
12.000 

Subtot 
Group  Total 
COMPLETE  SIMPLE  Total  ot  ages  o1  each  Invoice  divided  by  number  ol  invoices 

397,9  -  44  1  Days 
OLDEST  SIMPLE:  Total  of  ages  ol  oldest  invoice  lor  each  account  divided  by  number  ol 
accounts 

216/4  =  54  0  Days 
COMPLETE  WEIGHTED:  Amount  ol  each  invoice  multiplied  by  ige  ot  each  Invoice  (see 
extension  column)  divided  by  sum  ol  the  amounts 
122.170/4.295  -  28  44  Days 
OLDEST  WEIGHTED:  AmounI  o(  oldest  Invoice  lor  each  account  multiplied  by  age  ol  the 
oldest  Invoice  tor  each  account,  divided  by  sum  ol  the  amounts  of 
those  invoices 

22,8401.040  -  21  96  Days 


Here's  wliat  tins  information  does: 


TYPE  OF  AVERAGE  AGE        TELLS 


Co<npl(U  Simple 


CMdnt  Simple 


Compltti  WUghlad 


UdHt  Weighted 


How  otd.  on  average,  all 
ot  the  receivables  are 


How  quickly,  on  tveraga. 
all  ot  the  accounts  are 
paying 

How  long  the  average 
receivable  dollar 
has  remained  uncd- 
lecled 


How  quickly  on  average 
the  average  dollar  li 
being  collectad 


POOH  RESULTS  MEAN 
WMetpraad  slow  payment 


Poor  cuilomer  aedil 
base 


Larger  accounts  are 
paying  more  llowty 


Sedous  detinquenon 
piotaWy  concentrated 
In  larger  iccounli 


ACTION  TO  TAKE 

Concentrate  coilection  efforts 
immediately  on  the  slowest  ac- 
counts and  upgrade  Oimp  down 
on  cfedil  eilensJon,  especially 
10  delinquents 
Review  overall  credit  and 
collection  policy  Revise  sales 
efforts  10  atuicf  belief  class 
ol  credltwofftiy  oistomers 
Conc»nlril«  on  biggest  accounts 
lo(  collection   Review  Iheii 
ciedil  limits  Concenliate  new 
Mies  on  better  ciedMs  Itial 
miy  presently  be  buying  In  imall 
quanniies 
Weed  out  slowest  accounti 


Oil.-  other  a.spect  of  this  paitieiilar  example  l>eais  some  atlililional  disei.s- 
si«)ii.  Onr  mythical  Delta  Cori)oiation  has  a  small  invoice  seiionslv  delin- 
(pient.  prohahlv  due  to  a  di.spute  or  ern.r  T1..n.-  kmds  ol  tn^nl'tiR  l't<le  pi"l>- 
lems  can  create  false  impressions  and  shonld  l.e  d.-alt  with  swiftly,  li  lor  some 
reason  thev  camiot  he  ( lean-.l  np  and  do  not  .pialify  for  wrileolT.  a  solution  to 
ns,-  in  pnrilym^  the  a>;iim  s<  hednles  is  to  tiansler  (l.si>nled  items  to  a  nt  <iva- 
hles  suhacconnt  laheled  "Het civahles  .Sns|)ense  " 

Hy  seKreRutinK  these  rec-ivahles  thev  (ommand  hiv:i«  .illention  .md  also 
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identify  themselves  as  serious  candidates  for  writeoff.  Management,  particu- 
larly in  the  smaller  company  or  division,  is  less  likely  to  be  sidetracked  by 
these  problems.  One  individual  should  be  assigned  to  investigate  these  dis- 
putes and  be  responsible  for  their  resolution  through  payoff,  settlement,  law- 
suit or  writeoff. 

A  suspense  account  also  requires  careful  attention  and  control  so  that  it  is 
not  used  by  anyone  as  a  dumping  ground  for  artificial  cleanup  of  the  receiva- 
bles picture  to  cover  up  poor  performance.  The  control  on  suspensing  deci- 
sions can  be  based  around  and  be  as  tough  as  those  decision  systems  used  on 
writeoff  and  credits. 

Average  ages  should  be  scheduled  at  least  monthly  and  preferably  charted 
over  a  year  or  two.  Trends  are  frecjuently  more  important  than  point-in-time 
status.  Results  compared  to  industry  averages  (often  obtainable  from  Dun  & 
Bradstreet  and/or  industry  and  trade  associations)  yield  a  reasonable  basis  for 
evaluating  credit  performance.  Internal  competition  among  divisions  or  re- 
gions in  the  larger  organization  also  provide  comparability. 

Keep  in  mind.  As  interest  rates  rise  or  the  economy  declines,  average  ages  will 
tend  to  lengthen.  Comparisons  help  to  keep  those  externally  induced  variations 
in  perspective . 

Once  developed,  the  aging  schedules  provide  the  prime  tool  for  planning 
collection  activity.  More  on  that  is  coming  up. 


Payment  Schedules 

Payment  schedules  show  time  elapsed  by  account  from  billing  to  payment. 
An  increase  in  payment  times  for  an  account  may  signal  a  deteriorating  finan- 
cial position  and  serve  as  an  early  warning  system  on  coming  collection  prob- 
lems. A  frequent  response  is  an  adjustment  of  credit  limit. 

Note,  however,  that  "one  swallow  does  not  a  summer  make"  with  these 
schedules.  Occasional  errant  payments  may  stem  from  reasons  ranging  from 
post  office  foul-up  to  bookkeepers  on  vacation  or  simple  oversight.  It  is  the 
consistent  drop  from  one  level  of  payment  time  to  successively  longer  times 
that  causes  alarm.  Similarly,  an  appreciable  improvement  may  indicate  an 
opportunity  for  increased  sales  with  a  particular  account. 

Mathematically,  the  best  control  is  a  moving  average  of  about  the  last  half- 
dozen  payments: 


Account:  Echo  Company 

Payment  #12       3 

4       5       6       7       8       9      10     11      12     13 

Days  Elapse      20      28     26 

29     30     34     34     33     36     37     40     38     43 

6-Order 

Moving  Avg. 

27.8  30.2  31.0  32.7  .34.0  ,3.5.7  ,36.3  37.8 
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The  trend  in  this  example  is  easily  discernible  from  the  time  elapsed  seg- 
ment itself.  Comparisons  of  the  moving  average  show  marked  deterioration 
as  well.  However,  to  avoid  printing  all  of  this  information  each  time,  another 
calculation  can  be  added  which  will  give  the  same  information  without  re- 
quiring the  examiner  to  l(K)k  at  the  entire  history.  By  cidculating  a  variance 
between  the  present  payment  and  the  moving  average,  and  then  calculating 
another  moving  average  on  the  variances  theniselves,  the  latest  data  will  tell 
the  account  trend  accurately  without  risk  of  dramatizing  the  effect  of  a  single 
errant  payment. 


Payment  # 

1 

2 

3 

4 

5 

6 

7 

Days  Elapse 

20 

28 

26 

29 

30 

34 

34 

6-Order 
Moving  Avg. 

Variance 

27.8 

30.2 
6.2 

6-Order  Var. 

Moving  Avg. 

Payment  # 
Days  Elapse 

8 
33 

9 
36 

10 
37 

11 
40 

12 
38 

13 
43 

(i-Order 
Moving  Avg. 

31.0 

32.7 

34.0 

a5.7 

36.3 

37.8 

Variance 

2.8 

5.0 

4.3 

6.0 

2.3 

6.7 

e-Order  \'ar. 
Moving  Avg. 

4.4 

4.5 

The  variance  is  calculated  by  subtracting  the  PHIOH  Moving  Average 
from  the  present  days  elapsed.  For  example,  the  variance  of  Payment  #11 
is  calculated: 

Present  Days  l-'.lapscd  #11     -    Moving  Average  #10: 
lOO  34.0  -  6.0 

In  this  example,  th«-  data  in  column  13  would  institute  the  pavmcnt 
schedule  report  on  Echo  Company  as  of  Payment  13: 

Payment  #  13 

Days  l'.lai»se  43 

6  Mov.  Avg.  37.8 
Variance  6.7 

Var.  Mov.  Avg  4.5 
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Interpretation.  This  13th  payment  was  received  43  days  after  biUing, 
nearly  seven  days  later  than  the  payments  had  been  running  on  average.  Pay- 
ments have  been  falling  behind  established  routine  by  4  Vi  days  at  a  time  on 
average.  This  indicates  a  rapidly  deteriorating  account. 

When  one  payment  is  received  for  several  invoices,  the  data  should  be  seg- 
mented by  invoice  and  the  six  latest  invoices  averaged.  Six  is  not  a  magic 
number.  However,  too  few  magnify  the  effect  of  an  errant  payment,  while 
too  many  will  disguise  latest  results.  For  businesses  with  frequent  billings 
and  payments,  higher  order-moving  averages  can  be  used. 

Again  we  encounter  the  danger  of  oddities  distorting  the  data,  such  as  dis- 
puted bills  arriving  late.  Imagine  the  impact  on  our  old  friend  Delta  Corpora- 
tion's record  if  that  96-day  item  is  received  and  the  last  six  items  look  like: 


# 

1 

2 

3 

4 

5 

6 

7 

Time 

28 

30 

26 

29 

28 

27 

96 

Mov.  Avg. 

28.0 

28.3 

28.0 

28.2 

28.2 

28.0 

39.3 

Variance 

0.0 

2.0 

-2.3 

1.0 

-0.2 

-1.1 

68.0 

Var.  Mov. 

Avg. 

0.0 

0.3 

-0.1 

0.1 

0.1 

-0.1 

11.2 

Getting  #7  s  data  on  a  report  would  almost  certainly  prompt  further  action 
that  in  retrospect  appears  unnecessary.  Handling  through  a  receivables  sus- 
pense account  would  strain  out  these  oddities. 

Payment  schedules  constitute  the  prime  tool  for  precautionary  credit  con- 
trol activity. 

Credit  Limit  Positions 

This  report  has  dual  value.  Defensively,  it  serves  as  a  back-up  warning  sys- 
tem. Offensively,  it  can  help  to  guide  the  sales  force  to  more  effective  selling. 

Consider  the  customer  whose  payments  are  on  time  and  whose  record  has 
been  good.  Suddenly,  he's  pushing  his  credit  limit.  Is  it  because  his  pay- 
ments have  slowed  down  or  because  he's  ordering  in  larger  quantities  and/or 
with  greater  frequency? 

There's  only  one  way  to  find  out  and  that's  investigate.  If  the  news  is  bad, 
the  triggering  device  has  worked  and  corrective  action  can  be  initiated.  Per- 
haps the  problem  would  have  surfaced  in  the  aging  or  payment  schedules 
analysis,  but  the  sooner  it's  found,  the  better.  That's  the  defensive  attribute. 

But,  if  investigation  shows  the  customer  to  be  healthier  than  ever,  perhaps 
it's  time  to  reevaluate  the  account.  Does  it  rate  a  higher  credit  limit?  Should 
it  receive  more  sales  attention?  Is  a  major  customer  opportunity  developing? 
Is  some  new  sales  strategy  paying  off?  With  the  exception  of  the  credit  limit 
query  these  are  not  topics  belonging  to  the  finance  area.  But  they  highlight 
this  point: 
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Among  your  own  personnel,  don't  be  overly  secretive  with  credit  data. 
Sharing  information  with  other  company  departments  can  help  spawn  greater 
productivity  and  profitability. 

The  credit  limit  report  is  relatively  simple  in  format: 


Date 

Credit 

(Current 

Credit 

Customer 

Began 

Limit 

Balance 

Uiuised 

%  Used 

Able 

1/78 

12,(KK) 

4.000 

8,(X)() 

;».3 

Baker 

1/76 

4,600 

4.400 

2(H) 

95.7 

Charlie 

2/76 

8,000 

7,  KK) 

9(K) 

88.8 

Delta 

4/78 

15.200 

27,500 

-  12.3(K) 

180.9 

TOTA1.S 

39,800 

43, (HK) 

-    3,200 

108.0 

In  this  case,  until  the  report  is  adjusted  for  Delta's  extraordinary  situation, 
the  totals  appear  to  be  misleading.  Once  corrected,  however,  the>  tell  how 
nmch  farther  receivables  might  be  expected  to  grow  with  the  current  cus- 
tomer base.  There  will  usually  be  some  correlation  between  receivables 
levels  overall  and  credit  limit  usage,  if  the  credit  limits  are  set  with  care. 
Kxamining  that  historical  correlation  may  foreshadow  nuctuations  in  sales. 
Additionally,  if  there  is  cyclicality  to  the  correlation,  the  readings  on  levels 
may  also  help  in  planning  cash  needs  to  cover  investment  in  receivables. 
These  correlations  lose  their  value  for  these  purposes,  to  some  extent,  if  the 
credit  limits  are  substantially  below  the  customer's  demand  for  our  products. 


Total  Report 

Batlu-r  than  three  separate  reports,  all  of  th.'  ml<.rmal.on  can  b<-  pulled  to- 
gether in  a  single  report.  Mor«'over.  it  can  w(41  includ.-  some  r.-lated  inlornui- 
tion  of  potential  use  to  the  sales  teams,  to  produce  a  ■Customer  .Schematic." 
Such  a  report  deserves  broad  internal  distribution,  but  its  confidentiality  as 
to  the  outside  world  should  be  closelv  guanled  Copic-s  are  to  be  numln-ied 
and  accounted  for.  Additional  (<.pi»s  will  b.-  prohibited  from  b.-ing  made 
without  sp.-cial  approval.  Dated  issues  woul.l  W  shn-.hled  or  burned.  Few 
d.Humcnls  (ould  be  as  useful  to  competition  IVw  uill  also  be  as  productive 
infernally  if  properly  composed  and  iitili/ed. 

Having  devoted  one  page  to  each  customer,  a  iiual  i.agc  is  used  lo  summa- 
ri/.e  the  data,  showing  totals.  av»-rages.  percentag«-s  and  the  Itmr  moving  av- 
erages. In  some  cases,  additional  subtotal  pages  may  be  used  to  summari/.e 
customers  in  a  partu  tilar  cat.gor>  .  e.g..  by  Branch  servicing  the  acemint. 

Addilionallv.  an  •Kxceptions  ln(h-x "  is  issued  which  details  exceptions  lor 
loUow-np  a(  (ion.  Th.-s.-  indices  may  be  lists  of  com|)auies  s.h-cted  a.voiding 
to  single  or  multiple  criteria,  or  they  may  be  printouts  of  a  p<.rli..u  or  all  ol  the 
s,  hematic  for  each  .-x. .ptional  company.  They  are  arranged  ..Ipliab.-tually  or 
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CUSTOMER  SCHEMATIC 

Address: 

Sales  Contact: 

Phone  #: 

Credit  Contact: 

Ptione  #: 

Salesman: 

Credit  Analyst 

Company: 
Account  #: 
Bank  Reference: 
Branch  Sold  by: 


SALES  DATA 

Year-to-dale  Sales  Year-ago-to-date  Sales  Difference  %  Difference 

Projected  Annual  Sales:  %  Projection  Achieved  to  date: 

REMARKS: 


AGING  DATA 

Total  Owed: 

Suspense  Items:  Invoice  # 

Total  Owed  Subject  to  Aging: 

Invoice  #  Date  Discountable 


Dale:  Amount:  Reason  Suspense: 

11-30days       31-60days       Over60days 


REMARKS: 


CREDIT  LIMIT  DATA 

Date  Established       Credit  Limit       Current  Balance       Credit  Unused 


REMARKS: 


PAYMENT  DATA 

Last  Pay  Date: 

Time  Elapsed: 

Moving  Average: 

Variance: 

Variance  Moving  Average: 


by  account  number  or  by  magnitude  of  the  problem  (e.g.,  highest  receivable 
total).  A  potential  list  of  criteria  and  indicated  responses  includes: 


Item 


Response 


Year-to-Date  Sales  Lags  Year  Ago 
(Optional:  By  X%) 

Year-to-Date  Sales  Exceed  Year 
Ago  By  X%  or  more 

Sales  Below  Projection  Levels 

(Optional:  By  X%) 
Sales  above  Projections 

By  X%  or  more 

High  Number  of  Suspense  Items 

Accounts  Hitting  31  Days  for 
First  Time 

Accounts  over  60  days 


Intensify  sales  efforts.  Review  sales 
actions  affecting  account  (e.g.. 
Pricing,  change  in  salesman,  etc.) 

Analyze  reasons  for  improvement. 
Duplicate  causes  elsewhere  if 
possible. 

Seek  causes.  Revise  projections? 

Seek  causes,  try  to  duplicate.  Revise 

Projections? 
Intensify  Purification  activities. 

Initiate  investigation  as  to  credit 
status  changes.  Perhaps  start 
collection  efforts. 

Begin  or  intensify  collection. 
Consider  credit  cutoff. 


JM 


\c:tion  TixnNigi'Ks  for  managing  accounts  rkc;eivable 


Item 


Response 


Accounts  at  (Credit  Limit 
(Or  over  X%  Usage) 

Payment  \ariance  Moving 
Average  Lengthening 


Investigate  and  determine  if  limit 
revision,  credit  problems  or  sales 
op|>ortunit\ . 

Investigate  for  cri'dit  problems. 
Revise  credit  limits?  Initiate 
collection?  (ait  ofV  credit.-' 


Exception  reports,  especially  those  emphasizing  problems,  should  also  in- 
dicate the  length  of  time  the  subject  company  has  been  appearing  on  that  ex- 
ception report,  the  frecjuency  of  appearance  and  some  remarks  about  actions 
taken,  person  assigned  the  responsibility  and  status  of  the  progress  being 

made. 

These  reports  allow  managers  to  R)cus  on  the  problems  that  managers  want 
to  review.  T(x)  many  separate  reports  risk  duplication  and  may  overwhelm  a 
manager  with  informational  detail.  Therefore,  the  input  of  recipients  into 
system  design  and  report  distribution  is  useful.  It  makes  little  sense  lor  the 
responsible  credit  analyst  to  receive  a  report  showing  companies  above 
projected  sales.  Some  reports  may  be  supertluous  either  because  the  same 
conclusions  can  be  derived  from  other  reports  or  the  luMnlits  arc  outweighed 
by  the  costs  of  producing  and  distributing  the  report 

Ideallv,  other  exceptions  may  be  added  or  can  be  requested  Irom  the  d.ita 
base  as  the  company  involves  itself  in  diiferent  planning,  budgeting  and  con- 
trol activities.  To  achieve  this  ideal,  most  companies  will  need  a  well-tuned 
comi)viter.  As  practical  constraints  limit  data  manipulation,  the  manager  cuts 
back  on  ojitional  features.  Changing  needs  and  circumstances  re(iuire  moni- 
toring of  the  usage  of  the  system  on  a  periodic  basis.  At  least  semiannually, 
the  management  should  be  asked  to  evaluate  the  information  they  are  receiv- 
ing and  determine  if  some  reiiorts  can  be  eliminated  or  if  new  reports  are 
needed.  C;hanges  in  format,  combining  of  reports  and  deletions  oi  segments 
of  reports  also  deserve  consideration. 

Once  the  monitoring  and  c<mtrol  system  is  working  and  problems  Ix-wmc 
readily  identihable,  receivables  information  can  be  melded  into  overall  stra- 
tegic planning.  At  the  same  lime,  the  tactics  of  dealing  with  those  aeeounis 
that  are  iiroblcm.ilic  can  ^et  uii(lenva\  with  maximum  cllu  icika  . 


Chapter  Five 

STREAMLINING  ACCOUNTS 
RECEIVABLE  COLLECTION 


Once  problem  accounts  are  identified,  they  are  spht  into  two  basic  groups: 

1.  Those  still  worth  courting, 

2.  Those  where  collection  is  the  overriding  concern. 

The  treatment  of  Group  2  will  be  more  severe  and  may  mean  the  termination 
of  the  business  relationship.  While  this  is  rarely  desirable,  it  is  sometimes  un- 
avoidable as  more  pressure  for  payment  is  brought  to  bear. 

Group  2  customers  will  almost  always  have  been  Group  1  customers  whose 
credit  standing  has  deteriorated  still  further.  The  exception  to  this  rule  in- 
volves customers  who  are  suddenly  discovered  to  be  in  serious  jeopardy, 
such  as  those  who  file  for  bankruptcy. 

A  flow  chart  of  the  progression  and  handling  of  a  problem  account  follows 
on  page  97. 

This  chapter  will  follow  this  flow  chart,  analyzing  the  nature  of  the  different 
steps  and  determination  of  route. 


COLLECTION  PERSONNEL 

The  preliminary  requirement  to  embarkation  on  the  flow  chart  route  is  the 
establishment  of  responsibility  for  covering  that  route.  Because  of  the  over- 
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head  status  attributed  by  niauy  to  credit  operations,  many  companies  have  a 
tendency  to  minimize  personnel  ciuahfications  in  this  area.  Tliat  is  fretiuently 
an  erroneous  attitude,  as  a  very  high  return  can  often  be  acliie\ed  on  tin-  in- 
cremental investment  in  higher  caliber  personnel. 

F'or  e.xample,  a  typical  collections  representative  may  cost  $12,0(K)  per 
year,  whereas  $15,000  will  attract  a  much  stronger  candidate.  If  the  average 
sale  is  $1,0(X)  on  credit  and  the  stronger  candidate  saves  just  one  extra  sale 
each  month,  the  return  on  investment  is: 

(12)  ($1,000)/C$15,000  -  $I2,(XK))  =  400%  ! 
Practically  speaking,  these  attributes  mak(>  the  ideal  cantlidate: 

1.  Negotiating  Skill.  Much,  if  not  all  of  the  collectors  customer  contact 
will  involve  negotiation  in  one  form  or  anotluT.  An  ability  to  think  on  one's 
feet,  respond  quickly,  understand  the  customers  needs,  fears  and  goals,  and 
possession  of  that  intuitive  feel  for  how  far  to  push  and  where  to  settle,  are  all 
vital  to  good  performance. 

2.  Analytical  Ahility.  The  collector  should  be  able  to  understand  the  cus- 
tomer's position  in  order  to  assess  the  urgency  of  a  situation,  the  likelihood  ol 
payment  and  the  customer's  ability  to  meet  couunitmenfs.  Coupling  that 
with  negotiating  ability  will  yield  the  tactical  strengths  that  produce 
collection 

3.  Communications  Skill.  The  collector  has  to  be  able  to  get  his  points 
aero.ss  and  make  the  customer  In-lieve  both  jiromi-ses  and  threats. 

4.  Attitude.  Because  of  the  ever-present  risk  of  alienating  customers  (even 
slow  payors  have  their  profit  value  as  we've  seen  earlier)  the  collector  who 
can  reniain  sensitive  to  salesmanship  and  can  retain  a  customer's  goodwill 
while  still  obtaining  earliest  jm  nienl  is  pri/.eil  above  all  others. 

5.  Efficiency.  As  much  of  collei  tion  activity  is  related  to  speeding  up  cus- 
tomer pavment  as  it  is  to  pr.-vniing  .iltiinatc-  failur.-.  The  time  value  of 
m.mev  conc.-pt  translat.-s  directly  from  the  collector's  use  of  his  own  lim.-  uul 
allocation  of  resources.  The  more  ire(iu.mtly  a  customer  is  contacted,  the 
greater  the  chance  of  payment  under  most  conditions  Therefore,  a  measur- 
able kind  of  productivity  exists,  which  an  cmplov.r  slmuld  inde.-d  gauge  and 
seek  to  improve.  In  making  those  m.Msui.m.M.ls.  Ii.m.v.r.  ih.-  cmplnvcr  is 
f„rce<l  to  also  impute  a  certain  subjr.  Iiv  ilv  m  t.rms  ol  ll„-  roWrvUn  s  ..bililv  to 
retain  customer  goodwill  and  minnni/.-  mmec<-ssary  .i.l<litmn..l  onl.ul  bv 
mukin>;  each  contact  an  elleclive  om 

llie  right  person  is  also  going  to  recpiire  training  in  handling  customers  and 
ill  understanding  the  comi)any's  <iwn  operations,  knowing  about  his  own  or- 
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COLLECTIONS 


QuMtlon  Identlficatio 


Assign  Responsibility 


No  Problem: 
Issued  Credit?: 
Return  SUtus 


Suspense  for 
Developments 


Resolve  Uncertainties 


Determine  Course  of  Action 


Loop 
Option 


Initiate  Calls/Letters 


ENTER  GROUP  I 


Place  on  COD  Basis  Only 


Cutoff  Threatened 


Cutoff  Activated 


ENTER  GROUP  II 


Threaten  External  Referral 


Turnover  to  Collection  Agency 


Report  as  Credit  Ins.  Clain 


Writeoff  Loss/Close  Acct. 


ganization,  policies  and  procedures  will  help  the  collector  deal  effectively 
with  these  typical  ploys: 

1.  Postidation  of  Phony  Disputes.  While  the  collector  searches  to  check 
out  the  customer's  allegation  of  poor  performance,  the  credit  has  obtained  a 
delay.  The  good  collector  will  be  familiar  with  all  the  parameters  of  the  sale. 
He'll  also  know  the  sales  value  of  different  kinds  of  poor  performance,  and 
can  ask  the  customer  to  pay  everything  except  the  disputed  part  until  that's 
resolved.  That  way,  at  least  part  of  the  money's  coming  in  and  the  veracity  of 
the  customer's  claim  can  be  tested. 

2.  Questioned  Receipt  or  Incomplete  Data.  The  good  collector  will  have 
all  the  documents  on  hand  at  the  time  of  contact  and  will  know  how  they  re- 
late and  what  they  prove.  He  can  make  his  point  effectively  and  avoid  delay 
occasioned  by  the  credit  s  own  inefficiency. 
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3.  Respotisible  Person  Unavailable.  If  the  collectors  own  records  are 
properlv  established,  hell  have  the  information  on  the  customers  chain  of 
command  and  will  know  how  to  bypass  the  iina\ailable  straw  man  or  will 
know  how  to  reach  him. 

4.  Provocations  and  "Legal"  Arguments.  The  good  collector  will  be  famil- 
iar with  what  the  law  pr()\  ides  and  what  company  actions  might  invalidate  or 
compromise  the  claim.  Mell  be  able  to  recognize  the  "bait"  that  would  bring 
about  just  such  a  mistake  on  his  part.  He'll  know  whom  to  contact  in  the 
event  serious  trouble  arises. 

5.  Out  of  Money.  Co  Ahead  and  Sue  Me.  The  collector  will  know  the  cus- 
tomer's financial  condition  and  know  whether  or  not  suit  is  justified.  Hell 
know  what  to  look  for  as  security  for  the  debt,  if  the  customer's  cash  is  in  fact 
depleted. 

The  creati\  ity  of  bad  credits  is  legend.  Only  with  equally  creative  collectors 
can  they  be  countered.  If  your  company  is  using  top  people  to  obtain  .sales,  it 
doesn't  inake  sense  to  let  their  ellorts  go  to  waste  by  hiring  marginal  people 
to  make  those  sales  pay  oil. 

INTERNAL  COLLECTION  ACTIVITIES— PRELIMINAHIES 

Before  initiating  contact  acti\  it\  with  credits,  these  steps  are  taken: 

1.  Identify  <|uestionable  accounts  (see  Chapter  4). 

2.  Assign  the  account  to  one  responsible  individual,  who  will  control  all 
collection  activity  with  that  customer.  A  fragmentation  of  authority  and  wn- 
tact  is  almost  always  counterproductive,  as  the  customer  can  jilav  one  off 
against  the  other  and  the  lack  of  coordination  may  well  mean  th.it  the  c-om- 
panv  pcrsoiuiel  are  working  at  cross-purpo.ses 

,3.  Investigate  to  verily  data  and  determine  tiu'  nature  of  the  problem  Wr- 
call,  for  example,  the  material  in  the  previous  (  hapter  showing  how  nniMui- 
ties  in  the  data  base  can  distort  tin-  credit  performance  of  a  single  cusDmer. 
Additionallv,  simph-  errors  (missed  postings,  erroneous  billings,  etc.)  can  oc- 
cur, even  in  the  most  l.ighlv  (..mpul<ri/ed  setting  Dunning  a  good  customer 
can  cause  lost  sales  and  wastes  collection  Inn.-  thai  culd  lu-  devoted  to  the 
real  |irol)lem  uccounts. 

i  Involve  the  salesman.  He  sure  that  he  und.-rstands  the  nature  of  the 
probU-u..  lie  mav  ihn.w  some  «-xtra  light  on  ih.-  situation.  lM|uallv  important, 
if  he's  not  inf..rM.«-d  he  could  inadv.-rlentlv  .nd  uv  «>'  •!'«•  P"Mtion  of  threat.n- 
ing  the  eolU-ction  strategy.  H.'  mav  .vrn  be  abl.-  lo  lulp  with  ihr  collection 
cHort.  Finally,  there's  no  sens.-  in  Ins  .i-Anlm^;  a  lot  of  ..II.  <, (inn  I..  ..n  ,uv.Minl 
ih.it  in.iv  not  pay. 
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5.  Before  going  full  speed  ahead  on  collection  activity,  particularly  when 
the  receivables  report  is  yielding  the  first  signs  of  trouble  in  an  account,  it 
may  be  a  good  idea  to  contact  the  customer  for  a  credit  data  update.  If  the  re- 
sults are  unsettling,  collection  activity  might  be  accelerated.  On  the  other 
hand,  if  the  problems  look  temporary,  a  timely  offer  of  assistance,  perhaps  in 
the  form  of  a  deferred  payment  plan,  slowdown  of  deliveries  under  a  fixed 
contract,  technical  assistance  or  even  a  direct  loan  (get  it  on  a  secured  basis, 
with  your  inventory  as  the  number  one  security)  can  produce  an  intensely 
loyal  customer.  And,  one  never  knows  when  the  shoe  might  be  on  the  other 
foot. 

Keep  this  in  mind.  Stru^ling  debtors  can  often  be  a  source  of  acquisitions  well 
worth  mining. 

INTERNAL  COLLECTION  ACTIVITIES— TACTICS 

All  internal  collection  activity  boils  down  to  two  types  of  communication: 

Writings  and  Personal  Contact. 

While  writings  may  often  spur  a  customer  to  pay,  their  main  focus  should 
be  on  providing  documentation  for: 

1.  Follow-up.  The  various  documents  act  as  a  "log"  showing  what's  al- 
ready been  done. 

2.  Data  for  future  study  and  planning.  See  the  two  immediately  preced- 
ing chapters  on  Credit  Extension  and  Management  of  Accounts  Re- 
ceivable. 

3.  Evidence  in  a  lawsuit  to  compel  payment. 

Real  success  in  collection  work  requires  personal  contact.  That  contact  is 
designed  to  motivate  payment,  even  if  it  means  that  the  customer  deprives 
another  credit  of  payment  in  order  to  bring  your  account  up  to  date.  The 
most  commonly  relied  on  motivation  is  fear.  Fears  the  customer  may  have 
that  can  be  mobilized  on  your  behalf  are: 

1.  Injury  to  Reputation .  Whether  an  individual  or  a  company,  those  who 
prize  their  creditworthiness  will  often  be  highly  concerned  about  this  item. 

2.  Injury  to  Imag,e.  Very  similar  to  reputation,  but  it  differs  for  a  company 
in  that  a  tarnished  image  may  cut  into  its  own  sales  as  people  worry  about  its 
ability  to  retain  quality  in  the  face  of  cost  pressures. 

3.  Injury  to  Credit  Rating.  When  the  tarnishing  of  reputation  and  image 
can  be  directly  related  to  a  line  of  credit,  the  fear  becomes  stronger. 
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4.  La)Ss  of  Service/Product .  Wlien  the  customer  believes  he  needs  you 
more  than  you  need  him  (as  when  you  supply  the  raw  materials)  the  threat  of 
a  cutoff  in  credit  can  carry  tremendous  weight,  as  the  threat  is  aimed  at  his 
very  lifeline  of  business. 

5.  CoUection  "Nuisance."  While  outright  harassment  is  both  prohibited  by 
law  and  unbec-oming  to  any  adiierent,  the  coTitiiniing  disruption  of  calls,  let- 
ters and  the  eventual  lawsuit  will  often  prompt  payment.  The  threat  takes  on 
added  potency  if  a  collection  agency  may  be  brought  into  the  picture.  Very 
frequently,  especially  with  pereiuiially  poor  credits,  the  'scpieaky  wheel  gets 
the  grease. " 

6.  Loss  of  Reciprocal  Sales.  In  those  cases  where  the  customer  is  both  cus- 
tomer and  creditor,  the  leverage  of  lost  sales  can  be  a  compelling  factor 
prompting  payment.  However,  where  such  relationships  exist,  it  is  of\en  eas- 
ier to  continue  buying  and  offset  the  debt  owed  to  you  with  invoices  from  the 
customer. 

Beware  thu  pitfall.  Some  contracts  (e.H..  leases)  may  prohihit  offsets.  While 
perhaps  technically  tmenforceahle .  they  may  create  emharnissment  and  reduce 
the  leverage  of  your  po.'iition.  Check  with  your  counsel  who  will  probably  ar- 
ranfi^e  to  obtain  a  written  consent  to  offset. 

7.  Additional  Costs.  These  may  include  interest,  penalties,  court  costs,  at- 
torney fees,  higher  prices,  cost  of  fuuling  alternative  sources  of  supply,  etc. 
The  more  danger  of  escalating  expense  to  the  del)tor.  the  greater  the  chance 
of  forcing  payment.  A  sample  letter  that  one  creilitor  has  u.sed  eflectively 
looks  like  this; 


lusl  a  note  lo  let  vou  k..o*  «c  ..re  looLnig  («.^v..d  to  catly  payment  and  to  let 
yoi.  see  the  costs  tlut  will  result  if  out  earlier  requests  for  prompt  updating  of  your 
account  go  unanswered 


10%  Ule  charge 

Court  Costs 

20%  Attorney  Fee 

Your  lost  time 

Higher  priced  competitor 

Your  present  balance 

Total 

Present  balance 

Kxtra  cost 
%  increase 
Kor  6  months  delay 


^  100.00 
75.00 
220.00 
250  00 

500.00  (over  the  next  )cjt) 
1,000.00 


11.M5  00 
114  S% 
19  08%   per  monlhll! 


Why  not  nut  borrow  the  money  and  pay  us'  It  « .11  l>c  so  much  les,  expensive 
and  save  lis  both  «  ijnotl  deal  of  tinublr . 


Obviously,  such  u  letter  went  out  ...ll...  U\r  n.  ihr  <  nil.,  lion  pi.H  .ss  lu  vshal 
had  become  a  (iroup  2  acwiimt. 
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8.  Lawsuit.  The  ultimate  weapon,  it  can  also  be  the  most  costly  to  the 


There  is  another  side  to  the  coin,  that  of  positive  motivation.  A  few  ex- 
amples: 

1.  "If  you  want  our  business  ..." 

2.  "If  you'll  pay  now,  we'll  discount  the  bill  ..." 

3.  "If  you'll  pay  now,  we  can  let  you  in  on  our  special  price  deal  ..." 

Warning.  On  both  ofthe.se  last  two,  use  with  extreme  caution,  taking  care  to 
avoid  providing  an  incentive  to  pay  late  in  the  future.  At  the  very  least,  your 
good  credits  should  be  treated  no  worse  than  the  poor  ones . 

4.  "If  you  want  the  order  shipped  ..." 

5.  "It  would  really  help  (me)  (us)  (our  company)  (my  boss)  (etc.)  if  you'll 
pay  now. " 

Whatever  approach  is  used,  the  key  to  results  is  negotiating  leverage  of  one 
sort  of  another.  Empty  threats,  vacant  promises,  inconsequential  pleas  or  a 
disorganized  campaign  will  rarely  modify  the  target's  payment  plans. 

CONCRETE  PROTECTIVE  TACTICS 

To  make  collection  efforts  work,  they  ve  got  to  have  teeth.  The  following 
steps  can  be  taken  to  strengthen  your  position  and  improve  your  chances  of 
ultimate  value  receipt  on  the  investment  in  the  account. 

1.  A  signed  credit  agreement  has  already  been  discussed.  (See  the  chapter 
on  Credit  Extension.) 

2.  When  selling  tangible  goods,  obtain  a  signed  financing  statement, 
which  can  be  filed  in  accord  with  the  Uniform  Commercial  Code  (not  enacted 
in  Louisiana)  to  obtain  a  lien  on  the  sold  property. 

3.  Where  practical,  do  not  deliver  title  until  full  payment  is  made,  but 
merely  permit  the  buyer  use  and  possession  pending  fidl  payment. 

4.  Obtain  other  security  if  services  or  non-Iienable  tangibles  are  involved, 
or  if  the  tangibles  will  deteriorate  rapidly  in  resale/repossession  value. 

5.  Obtain  a  confession  of  judgment  in  extreme  cases,  such  as  very  marginal 
creditors. 

6.  Have  the  customer  sign  a  note,  permitting  you  to  recover  interest  and 
costs  of  enforcement.  Such  a  note  will,  if  properly  drawn,  facilitate  suit  and 
undermine  counterclaims  and  defenses  based  on  poor  performance. 
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7.  Obtain  a  guarantee  of  payment  from  additional  parties.  When  dealing 
with  consumers,  friends,  relatives  and  employers  are  likely  guarantors. 
When  the  customer  is  a  business,  affiliates  or  ovviiers  are  the  prol)able 
targets. 

8.  Charging  of  interest  and  penalties  has  also  been  previously  suggested. 
Where  permissible,  structuring  these  in  an  atxelerating  fiishion  (e.g.,  1%  for 
the  first  thirty  days,  2%  for  the  next  thirty,  3%  for  the  following  thirty  and  so 
on)  can  cause  more  pressure  to  build  and  will  also  tend  to  compensate  for  the 
increasing  costs  of  delay  and  pursuit. 

9.  Sell  on  a  prepaid,  deposit,  COD  or  reciprocal  payment  basis,  where  no 
new  credit  will  be  allowed  until  an  old  invoice  of  an  equal  or  greater  amount 
is  paid  off'.  This  last  approach  is  tantamount  to  a  reduction  in  credit  limit. 

10.  Cut  off  credit  entirely.  The  assumption  is  that  the  customer  really 
needs  to  keep  buying  from  you.  Otherwise  the  gesture  is  an  empty  one. 
When  should  credit  be  cut  off":*  At  the  point  that  ultimate  payment  becomes 
doubtful,  or  when  the  costs  of  collection,  including  the  interest  cost  of 
subsidizing  the  receivable,  bring  the  sale's  value  below  mininuun  acceptable 
profit  levels. 

11.  Accept  payment  in  barter  form.  Receiving  gcM)ds  or  services  irom  the 
customer  is  prcfcraljlc  to  writing  off  the  account. 

Note.   Barter  transactions  arc  taxable  and  subject  to  special  IRS  repotiinR 
requirements . 

Once  the  process  for  many  of  these  approaches  is  established  and  becomes 
familiar  to  company  |)crsoiuu-l  as  standard  operating  procedure,  the  incre- 
nuntai  costs  i.f  collection  will  decline  along  the  learning  curve.  Nevertheless, 
despite  best  efforts,  and  recog.u/ing  that  all  of  the  above  list  is  not  universally 
applicable,  sooner  or  later  outside  help  has  to  be  consitleretl. 


KXTEHNALCOLLIXrnON— ALTERNATIVES 

n.ree*    alternativ,-s    (or    supi>len.ents)    !..    internal    collection    <fforts    are 
ii\  ailable; 

1.  Collection  Agencies 

2.  Attorneys 

3.  Credit  Insurance 

•A  f.».,ll,  al.r,„mivr.  thai  ..(  -»-ll...K-  tl.r  .c  Wv„l.lr,. ..Ml.-r.l  ,„  tl,r  .  I.«,...M  -lu-l  o,.  U«nVh,«  .n.l 
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Once  a  company  decides  to  offer  credit,  its  use  of  one  or  more  of  these  alter- 
natives should  be  lined  up  to  handle  the  problems  beyond  the  abilities  of  in- 
ternal staff,  to  avoid  expending  additional  time  choosing  the  alternative  and 
the  specific  agent  when  the  problems  surface.  The  major  question  to  be  an- 
swered is  how  deeply  into  the  collection  process  a  company  should  go  before 
turning  over  the  account  to  outside  help. 

That  decision  should  be  made  on  the  basis  of  cost-benefit  analysis,  looking 
at  these  factors: 

1.  Availability  of  personnel  to  handle  the  account. 

2.  Incremental  costs  of  handling  the  account. 

3.  Opportunity  costs  of  handling  the  account,  particularly  as  it  applies  to 
personnel. 

4.  The  extra  time  saved  or  expended  in  turning  over  the  account. 

5.  The  increase  or  decrease  in  risk  resulting  from  turnover. 

Collection  Agencies 

Collection  agencies  may  offer  two  significant  advantages  over  in-house  col- 
lection: 

1.  Greater  level  of  skill  and 

2.  Lower  ultimate  cost. 

Greater  skill  translates  into  greater  efficiency.  That  efficiency  may  show  up 
as  faster  payments,  saved  accounts  or  as  a  smoother  relationship  and  preven- 
tion of  customer  alienation.  A  corollary  of  the  skill  advantage  is  the  psycholog- 
ical value  of  introduction  of  a  third  party  into  the  collection  process.  Compa- 
nies that  can  afford  to  pay,  but  are  intentionally  slowing  down  as  a  part  of  cash 
management,  will  often  be  jolted  to  immediate  payout  by  such  intervention. 

Many  collection  agencies  work  strictly  on  a  performance  basis,  taking  their 
fees  out  of  the  moneys  they  collect  and  basing  their  fees  solely  on  those  ac- 
counts collected.  That  arrangement  may  be  superior  to  the  continued  over- 
head of  a  collections  operation.  However,  those  fees  are  not  low.  In  making  a 
comparison  of  costs,  the  analyst  will  want  to  look  at  the  reductions  in  internal 
cost  that  will  result  from  turnover  of  some  accounts,  not  at  the  entire  cost  of 
the  credit  unit,  as  a  part  of  that  cost  need  be  retained  to  evaluate  new  custom- 
ers and  coordinate  activity  with  the  collection  agency. 

The  largest  cost  savings  are  likely  to  accrue  when  the  customer  is  geograph- 
ically distant  and  the  collection  agency  operates  in  that  region. 

Try  this.  Use  an  agency  for  out-of-area  collections  only.  Keep  local  collections 
in-house.  The  overall  cost  will  probably  be  lower  than  using  either  method 
exclusively . 
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When  choosing  a  collection  agency,  look  tor  these  things: 

1.  A  Sound  Reputation.  Any  outfit  that  is  known  for  strongarming  credits 
can  do  you  great  harm.  If  you  actually  appoint  one  as  your  agent,  you're  liable 
for  its  actions. 

2.  Sufficient  Staff . 

3.  Sufficient  Geographic  Coverage.  This  does  not  rccjuire  that  vou  deal 
onlv  with  national  firms.  eNen  if  you're  a  national  company.  The  use  of  several 
regional  agencies  may  be  a  superior  tactic,  as  it  gi%  es  a  basis  for  performance 
comparison  and  allows  you  to  take  advantage  of  any  special  facilities  each  may 
have  by  virtue  of  its  regional  familiarity.  But.  within  the  area  you  assign  to  an 
agency,  you  want  to  be  sure  they  can  ade(iuately  (if  not  superiorly)  cx)ver  it. 

4.  Systematic  Reporting.  You'll  want  to  be  kept  abreast  of  developments 
with  minimum  initiation  of  follow-up  on  your  part. 

.5.  Bonding.  If  they  collect  for  you  (as  opposed  to  prompting  pavment  to 
you,  which  may  complicate  administration  of  the  collection)  youll  need  secu- 
rity as  they  then  control  a  portion  of  your  assets. 

6.  Confidentialitti .  Your  custonur  lists  and  credit  problems  can  be  very 
useful  to  competitors.  Additionallv.  disclosure  of  customer  problems  i>i  some 
situations  can  expose  you  to  liability. 

7.  Pai/nut.  When  they  get  your  money  they  should  remit  it  promptly. 

8.  Acceptable  Cost . 

Keep  this  in  mind.  In  recent  years,  several  tt/pes  nf  collection  aaencies  have  en- 
tered the  marketplace,  offerina  unlmndled  senices.  such  as  letter  wnttnR.  call- 
ing monitoring.  Mam,  are  eomputeriu-d.  Ihj  calculating  t„mr  costs  on  an  un- 
bundled hasis.  you  may  find  use  of. such  services  more  advantageous  than  using 
a  full  service  concern . 

Having  a  c-ollection  agency  under  contract  does  not  entirely  release  man- 
agement from  the  burden  of  credit  control.  It  must  still  cNaluate  the  agency  s 
performance.  And  it  must  dev.-lop  an  eff.-ctive  priK-edure  for  tagging  an  ac- 
c.n.t  for  agency  referral.  Because  llu-  cost  ass.Kiated  with  an  agency  is  fairly 
high  the  tendency  to  dump  all  problem  accounts  into  its  lap  must  be 
avoided.  It's  another  judgment  call.  Using  a  tin,.-  factor  (e.g.,  anything  imt 
paid  in  9()  davs  goes  to  outside  c-ollection)  is  not  recommencU-d.  because  you 
may  easily  end  up  having  done  all  the  spadework  and  turning  the  ac-ct.unt 
„v,T  just  as  it  pays  off.  Some  ag.-ncies  allow  a  grai-e  ix-rioil  (e.g..  U)  tlays) 
wHhin  which  no  charge  or  a  low,-r  (barge  is  made  if  c-ollection  .Kvurs.  If  V.mr 
lavored  agency  has  no  sm  h  |.olicy.  try  to  lugolial.-  on.-.  In  any  event,  th.- 
most  ellective  method  for  d.-t.rminati.m  on  individual  ac-c-t.mits  is  through  an 
indivichial  decision  maker,  assigned  to  th.-  a.vounl.  wh..  <  hars  his  d.-cision 
with  a  superior. 
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One  other  trend  in  collection  agency  usage  is  to  establish  a  subsidiary  or  af- 
filiate agency.  Frequently,  the  company's  own  credit  unit  is  adaptable  to  such 
an  arrangement.  From  the  credit  standpoint,  the  ability  to  get  that  third- 
party  psychological  advantage  is  still  obtainable,  particularly  if  the  trade 
name  of  the  organization  does  not  reflect  the  affiliation,  which  itself  is  not 
widely  publicized.  There  may  be  certain  other  organizational,  tax,  accounting 
and  legal  advantages,  but  their  repercussions  and  ramifications  are  far  too 
broad  to  consider  here.  Suffice  it  to  say,  that  where  a  large  in-place  credit  op- 
eration exists,  the  situation  may  be  ripe  for  spinoff. 

Attorneys 

The  consideration  of  attorneys  does  not  vary  dramatically  from  dealings  with 
collection  agencies.  The  major  disadvantage  accruing  to  the  use  of  attorneys 
is  that  they  must  be  localized  in  operation.  Thus,  a  company  operating  over  a 
broad  area  may  have  to  maintain  a  "stable"  of  attorneys,  which  can  add  to  the 
collection  administrative  burden.  For  this  reason,  attorneys  are  often  re- 
sorted to  through  collection  agencies,  which  may  be  more  able  to  evaluate  at- 
torneys and  be  more  familiar  with  the  details  of  their  practice. 

Frequently,  the  operations  of  attorneys  are  also  not  geared  to  give  the  de- 
gree of  reporting  that  many  managers  may  require. 

If  you  are  going  to  use  an  attorney,  you  can  substantially  improve  the  attor- 
ney's effectiveness  and  cut  collection  time  by  providing  this  important  infor- 
mation in  full: 

1.  Legal  name  of  the  customer,  plus  aliases  and  trade  names. 

2.  Headquarters,  home  address  and  registered  office  address. 

3.  Telephone  numbers,  with  area  codes. 

4.  Business  form.  (Corporation,  individual,  sole  proprietorship,  partner- 
ship, joint  venture,  trust,  association,  et  al.) 

5.  Names  of  principals,  partners  and  officers. 

6.  Location  of  branches,  especially  within  your  jurisdiction. 

7.  Bank  and  account  number. 

8.  Precise  description  of  goods  delivered  or  services  rendered,  including 
dates. 

9.  Clear  statement  of  amount  owed,  including  interest,  late  charges  and 
attorney's  fee.  Be  sure  you  have  the  right  to  claim  these,  which  can  be 
done  if  included  in  the  contract  (oral  or  written)  between  you  and  the 
customer,  if  not  limited  by  law. 

10.  Complete  copies  of  documentation,  such  as  invoices,  purchase  orders, 
delivery  tickets,  bills  of  lading  and  correspondence.  Also  available 
should  be  all  the  documentation  on  prior  dealings  with  the  account  (in- 
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eluding  of  course,  the  credit  application)  as  the  previously  established 
pattern  of  trade  between  you  can  be  a  determining  factor  in  adjudica- 
tion of  your  claim. 

The  advantage  found  in  direct  referral  to  a  la\wer  is  that  he  represents  ac- 
cess to  ultimate  collection  power.  Accordingly,  that  power  may  prompt  pay- 
ment, just  by  being  brandished.  A  collection  agency  cannot  muster  that  kinil 
of  power,  except  by  resorting  to  its  own  attorney. 

Most  attorneys  handling  collections  will  also  be  compensated  in  the  same 
way  as  collection  agencies,  i.e.,  taking  a  percentage  of  amounts  wllected.  It 
might  in  some  cases  be  less  expensive  if  the  attorney  will  acrept  a  straight 
hourly  or  fixed  dollar  fee.  rather  than  a  percentage.  The  higher  the  acxovmt 
balance,  the  more  desirable  an  hourly  or  fixed  dollar  arrangement  becomes. 
However,  the  attorney  will  be  entitled  to  payment  with  those  arrangements, 
even  if  no  money  is  collected. 

Carrying  this  logic  a  little  further,  most  companies  will  probably  find  that 
an  hourly  rate  will  save  costs  in  some  cases,  but  the  percentage  will  tx)st  less 
in  others.  If  the  cheaper  cost  can  be  determined  in  advance  with  some  cer- 
tainty, a  combination  of  both  methods  might  be  a)nsidered.  At-counts  likely 
to  refiuire  relatively  little  time  might  be  assigned  to  one  attorney  on  an 
hourly  basis,  whereas  those  expected  to  be  more  ililFicult  and  time-consum- 
ing can  be  given  to  a  different  attorney  on  a  percentage  basis. 

Credit  Insurance 

Credit  insurance  is  an  approach  that  deserves  more  consideration  than  it  usu- 
ally receives.  While  it  is  insurmuc  against  a  particular  set  of  risks,  it  also  has 
special  merit  as  a  credit/collection  tool.  It  works  like  this; 

The  creditor  buys  a  policy  from  the  insnror  guaranteeing  payment  on  all  re- 
ceivables above  a  certain  amount  of  loss.  That  amount  is  in  the  nature  oi  a  de- 
(l,u  lible,  here  called  the  "Primary  Loss."  Hence,  credit  insurance  does  not 
guarantee  that  every  d.)llar  of  receivables  will  be  paid.  It  does  not  obviate  the 
need  lor  a  credit  department  or  credit  vigilance. 

Once  the  Primary  I>oss  is  absorlxnl  by  the  creditor,  additional  losses  are 
taken  by  the  insuror.  who  is  subrogated  to  the  creditors  rights  upon  paying 
ofi  the  loss.  Many  policies  are  written  with  a  10%  or  20%  c-o-insurane<-  clause, 
r.-imbursing  the  creditor  for  only  90%  or  S()%  of  the  .sale  value.  I^)gically.  co- 
insurance r.-duces  the  creditors  pr.-mium.  In  sonie  cases,  the  instirance  will 
be  written  by  the  insnror  only  if  co-insurance  is  inchuled. 

'Hie  claim  under  credit  insurance  is  typicallv  made  after  (X)  (lavs  have 
elapsed  from  the  dale  payment  was  due  Howev<-r.  if  the  debtor  is  iusolv.nl 
(e.g..  in  bankruptcy)  the  claim  can  be  Imned  in  imnu(h..(elv  u|>()n  the  crcdi- 
lor'.s  receipt  of  nolicr  of  in.solvency. 

Hie  I'rimarv  l-«»ss  is  .-ssentiallv  set  by  the  uisurot  based  on  the  charactens- 
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tics  and  expected  characteristics  of  the  creditor's  receivables.  The  individual 
corporation's  receivables'  characteristics  are  usually  examined  within  the  con- 
text of  the  creditor's  industry.  Premiums  and  deductibles  are  expressed  as  a 
percentage  of  sales. 

Those  are  the  basics.  The  principal  insurance  characteristic  is  that  the  cred- 
itor is  protected  against  extraordinary  bad  debt  losses. 

Is  it  financially  rewarding  to  use  credit  insurance?  The  cost-benefit  analysis 
looks  like  this  for  a  policy  without  co-insurance: 


Without  Insurance 

With  Insurance 

Total  Credit  Sales 

$10,000,000 

$10,000,000 

Total  Bad  Debts 

250,000 

250,000 

Primary  Loss  (2%  Sales) 

-0- 

200,000 

Reimbursed  Losses 

-0- 

50,000 

Bad  Debt  Losses 

250,000 

200,000 

Premium  (0.3%  Sales) 

-0- 

30,000 

Net  Cost 

$      250,000 

$      230,000 

On  a  formula  basis,  break-even  on  the  policy  occurs  when: 

Premium  —  Bad  Debts  —  Primary  Loss 

or,  if  co-insurance  is  involved: 

Premium  =  (Bad  Debts  —  Primary  Loss)  —  (Bad  Debts  —  Primary  Loss) 
X  (Co-insurance  %) 


Premium  =  (100%  —  Co-Insurance  %)  (Bad  Debts  —  Primary  Losses) 

More  positively,  if  the  left-hand  side  of  the  equation  exceeds  the  right, 
(i.e.,  if  break-even  or  better  is  not  achieved),  the  cost  has  been  the  price  of 
buying  the  risk  protection  and  these  other  subjective  benefits: 

1.  High-caliber  assistance  in  credit  analysis  and  control.  In  providing  that 
help,  the  insurer  hopes  to  cut  losses  to  or  below  the  Primary  Loss  amount,  so 
it  is  to  the  insurer's  benefit  to  keep  the  creditor's  risk  and  losses  as  low  as 
possible. 

2.  Improved  creditworthiness  of  customer  base.  As  assistance  and  stronger 
credit  operations  pay  off,  the  customer  base  itself  improves,  fi-eeing  resources 
and  time  from  credit  work. 
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3.  Collection  assistance.  Once  a  loss  is  reported,  the  insuror  will  attempt 
to  collect  the  debt,  usually  through  its  subsidiary'  collection  agency.  Use  of 
credit  insurance  thereby  brings  external  collection  efforts  into  play.  After  an 
initial  cost-free  period  (usually  the  ten  da>  s  after  the  first  contact  between  the 
insuror's  collection  agency  and  the  debtor)  the  creditor  is  charged  a  collection 
fee  on  payments  receiyed  by  the  insurer.  These  charges  are  sometnnes  less 
and  very  rarely  more  than  the  typical  collection  agency  will  charge.  Nonethe- 
less the  insurer's  expertise  in  collection  can  be  helpful  and  may  bring  m 
more  dollars  than  the  creditor  can  obtai.,  alone.  The  cost-free  period  is  also 
the  time  when  the  psychological  interyention  is  likely  to  pay  off  proyuhng  an 
edge  oyer  the  ordinary'  collection  agenc\ . 

4.  Insured  receivables  will  usually  carry  greater  collateral  xalue  when 
borrowing. 

5.  Credit  insurance  stabilizes  cash  flow  and  facilitates  coniidcnt  f..nvard 

planning. 

6.  Reduction  in  credit  and  collection  administration  expenses  may  result. 

The  one  situation  in  which  credit  insurance  is  almost  a  necessity  is  an  inter- 
national transaction.  International  credit  insurance  policies  are  slightly  diller- 
cMt  and  can  include  "political"  coverage,  i^rotecting  the  insured  against  social 
upheaval  in  the  customers  country.  Ins.nance  can  be  generally  obtanu-d  on 
individual  transactions  or  on  a  blanket  basis  under  a  so-called  Master  Policx 
The  ec-onomic  choice  between  the  tw<,  alt.rnatix.'  policv  torn.s  ,s  usually  .. 
function  of  volume  and  destination. 

Credit  insurance  is  not  practical  for  every  company,  or,  in  fact,  even  avail- 
able to  everyone.  Companies  with  unusually  poor  credit  customers  may  find 
,)re.niums  prohibitive  until  the  customer  base  is  upgraded,  C:iedit  insuranc-e 
is  probably  marginal  lor  companies  with  a  v.-ry  broad  customer  base,  where 
no  single  customer,  or.  bettc-r  yet,  no  small  group  of  customers  represents 
such  a  large  portion  of  receivables,  cash  flow  ami  profits  that  tluu  i.ulure  will 
be  catastrophic.  Tor  such  companies,  tlu-  imre  insurance  utility  of  the  poli- 
cies is  limited.  Similarly,  companies  selling  to  a  highly  varied  customer  l)ase. 
wh<-re  it  is  improbal.l.-  that  events,  such  as  an  .-conomic  recession,  will  cause 
siimiltai.e..us  multiple  failures,  may  find  this  concei)t  marginal.  Companies 
with  a  K.w  proporti.m  of  credit  sales  (i.e.,  heavy  cash  salc-s)  probably  don  t 
ne<-d  credit  insuranc<-.  Th.-  same  is  true  for  compani»-s  whose  vo  u.ue  is 
heavily  laced  with  federal  g<.yernm.-nt  sales.  (Some  may  argue  similarly  for 
,.,Mnpanu-s  with  primarily  blue  chip  clients,  but  after  the  ex,K.riences  of  re- 
,  ,.nt  years  iny<.lving  IVni.  Onlral.  W  T  ( irant.  ami  Kranklin  Nati.mal  I  ank. 
those  kin.ls  of  compani.-s  an-  precis,-ly  the  ones  who  may  most  need  credit  in- 
surance as  the  failure  of  one  such  primary  client  might  drag  tlu-m  down  too 
far  t..  recover.)  Companies  selling  on  a  s.-cure<l  basis  inav  not  need  c.vdil  m- 
.suruntf  if  their  security  is  suflicienlly  strong.  I^.st,  credit  insurance  is  ii..t  ..f- 
f<Te<l  to  certain  iiidustri«>s,  such  as  retailing 
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Even  if  your  receivables  performance  is  excellent,  the  exercise  of  consider- 
ing credit  insurance  may  be  useful  in  and  of  itself.  The  insuror's  review  of 
your  credit  operations  and  its  rate  quotation  process  will  help  highlight  the 
weaknesses  and  strengths  of  those  credit  operations  and  help  you  to  deter- 
mine their  real  efficiency  with  a  good  degree  of  confidence. 


CREDITS 

Sometimes  your  company  will  be  in  error.  Whether  the  fault  is  a  clerical  mis- 
take or  a  failure  of  product,  an  adjustment  is  in  order. 

The  most  important  fact  about  issuing  credits  is  that  they  are  money.  Yet,  a 
surprisingly  large  number  of  companies  do  not  control  them  nearly  as  care- 
fully as  they  control  cash.  Four  kinds  of  credits  control  are: 

1.  Countervailing  Authority.  No  single  individual  has  the  authority  to  is- 
sue credits.  Ideally,  managers  from  separate  departments  (e.g.,  sales  and 
credit)  must  approve  credits  before  issuance  to  customers.  Obviously,  one  of 
the  managers  should  not  have  the  authority,  direct  or  indirect,  over  the 
other. 

2.  Documentation.  Back-up  documentation  or  issuing  credits  is  manda- 
tory to  facilitate  audit.  A  Credit  Request  form  ought  to  look  something  like 
this: 


Date  of  Request: 
Invoice  #  Affected: 
Customer  Name: 
Customer  Address: 
Salesman: 
Reason: 


CREDIT  REQUEST 


Sales  Mgr.  [| 


Request  Initiated  By: 
Approved  Disapproved 


Credit  Amount  Issued: 


Date  of  Sale: 
Invoice  Total  Amount: 


Amount  of  Credit  Requested: 


Signature 

Approved  Disapproved 
Credit  Mgr.  |  |  j  j 

Initials 
Credit  #:  Issued  By: 


3.  Audit.  A  periodic  examination  of  credits  issued  would  look  for  collusion 
or  other  malfeasance  by  looking  for  large  numbers  or  amounts  of  credits  is- 
sued to: 

A.  Particular  account 

B.  Particular  address 

C.  One  salesman's  accounts 

D.  One  individual 

Such  an  audit  can  also  be  useful  from  an  operational  standpoint  in  uncov- 
ering poor  performance  by  checking  for  credit  issuance  frequency  of: 
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A.  Reason  for  issuance 

B.  Product  or  product  line 

C.  One  location  {e.g.,  parts  manufactured  hy  one  plant  or  supplier) 

D.  Salesman 

E.  Serviceman  or  team 

F.  Delivery  means  (e.g.,  high  frecjuency  of  breakage  through  one  car- 
rier or  in-house  driver.) 

4.  Physical  Security.  Prenumber  credit  forms.  Keep  them  under  lock  and 
key.  If  processed  by  optical  scanner  or  other  electronic  means,  use  a  code  or 
printing  key  that  will  foil  forgeries  if  attempted. 

Despite  these  security  measures,  credits,  when  justified,  should  be  issued 
quickly  as  a  customer/public  relations  gesture.  Furthermore,  given  the  estab- 
lished utility  of  maintaining  a  well-purified  receivables  system,  (juick  execu- 
tion of  identified  credit  cases  will  yield  the  benefits  previously  described  re- 
garding that  maintenance.  Usually,  the  trick  to  getting  rapid  response  and 
flexibilitv  into  a  security  oriented  prcxess  is  to  minimize  the  number  of  levels 
through  which  the  authority  must  be  phased  and  establishing  a  daily  routine 
for  credit  request  examination.  However,  as  in  other  internal  control  circum- 
stances, too  much  familiarity  among  the  participants  can  lead  to  opportunities 
for  collusion.  To  help  guard  against  that  possibility,  more  frecpient  audits  and 
the  periodic  (say  monthly)  publication  of  credit  reports  to  higher  manage- 
ment can  be  employed. 


BAD  DEBTS  POLICY 

A  certain  number  of  bad  debts  is  a  cost  of  doing  business.  Pn.miil  decision- 
making regarding  bad  debts,  wh.-n  the  acvounts  ,1...  in  i.ul,  turn  bad.  olh-rs 
these  advantages: 

1.  Hediu  tion  in  administrative  burden. 

2.  Healism  iteceivabl<-s  aging,  receivables  turnover,  piniils  uul  net  sales 
are  all  alledid  bv  write-olfant/ by  failure  to  write  oil. 

3.  Taxes  Had  (Ubts  expense  for  accrual  basis  taxpayers  is  a  legitimate  de- 
duction. (For  (ash  basis  taxpayers,  who  have  not  recognized  the  reve- 
nue. th«-  cost  of  the  bad  d.'bl  is  already  i.ll<-cted  in  their  cash-mit  ex- 
penses. If  a  cash  basis  taxpayer  acluallv  loans  money,  the  deduction 
can  be  taken,  so  long  as  the  olh.-r  re<niiieiiienls  for  ded.ulion  are 
met.)  When  writing  on  accounts,  the  cn-dilor  h.is  to  esl.iblish  thai  the 
accounts  are  totally  worthless.  ii..t  m.nlv  lh..l  <  nil.,  lion  is  uul.k.lv  or 
will  be  (lifluull 
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Despite  these  advantages,  the  decision  to  write  off  should  not  be  made  in 
haste,  as  it  often  means  an  end  to  collection  efforts.  The  decision  should  be 
handled  in  the  same  way  that  credits  are.  Control  should  be  as  tight.  If  the 
debtor  is  still  solvent,  and  the  debt  is  written  off,  no  income  tax  deduction 
will  be  allowed. 

Note:  When  credits  are  issued  or  accounts  written  off,  he  sure  that  the  sales- 
man's commissions  are  reduced  accordingly .  Ideally,  commissions  should  be 
based  on  sales  paid  and  collected. 

DEALING  WITH  CUSTOMER  BANKRUPTCIES 

When  a  customer  goes  into  bankruptcy,  and  you  receive  notice  of  it,  the 
game  is  not  necessarily  over. 

First,  be  sure  what  kind  of  bankruptcy  has  been  filed.  If  the  debtor  is  an  in- 
dividual filing  a  "Wage  Earner  Plan"  (under  Chapter  13  of  the  Bankruptcy 
Act),  or  a  business  filing  a  "Reorganization"  (under  Chapter  11  of  the  Bank- 
ruptcy Act),  the  debtor  is  signalling  an  intent  to  pay  off  a  part  (or  even  all)  of 
some,  most  or  all  debts,  but  is  seeking  more  time  to  make  payments.  Even  in 
a  "Straight  Bankruptcy"  where  an  individual's  assets  are  liquidated  or  a  busi- 
ness is  liquidated,  there  may  be  an  opportunity  to  recover  money  owed. 

Second,  file  a  Proof-of-Claim  form  within  the  statutory  time  period.  If 
there  will  be  money  available  to  pay  out,  filing  is  a  prerequisite  to  getting 
your  share.  The  forms  are  not  complex  and  are  available  from  the  Bankruptcy 
Court  and  many  office  supply  houses. 

Third,  consider  obtaining  a  "Reaffirmation"  of  the  debt,  which  means  the 
debtor  agrees  to  pay  you  despite  the  bankruptcy.  Though  Reaffirmations  re- 
quire Court  approval,  showing  of  a  benefit  to  the  debtor  will  usually  qualify. 
For  example,  if  you've  got  a  lien  on  the  machinery  of  a  company  in  reorgani- 
zation, and  that  company  can't  operate  without  the  machinery,  the  Court  will 
likely  allow  Reaffirmation,  as  otherwise  the  lien  would  ultimately  give  the 
right  to  repossess  the  equipment  despite  the  bankruptcy.  From  the  creditor's 
point  of  view,  unless  the  machinery  is  convertible  into  enough  cash  to  extin- 
guish the  whole  debt.  Reaffirmation  under  which  the  whole  obligation  is  to 
be  repaid  will  tend  to  be  more  inviting. 

Beware  this  danger.  Pressuring  a  debtor  to  Reaffirm  or  taking  other  collection 
actions  may  run  afoul  of  the  law.  Consult  corporate  counsel  before  plunging 
ahead. 

Fourth,  check  to  see  if  you  may  be  able  to  claim  exemption  from  the  bank- 
ruptcy limitations.  Exemption  means  the  debt  to  you  is  not  extinguished  by 
the  bankruptcy  and  the  debtor  still  has  to  pay  you  off.  When  the  debt  is  a  cor- 
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porate  one,  even  if  the  debtor  goes  out  of  business,  principals,  officers,  or  di- 
rectors of  the  company  might  still  be  held  personally  liable.  Customer  fraud 
(e.g.,  a  false  credit  application)  is  the  most  common  grounds  for  exemption. 

Bankruptcy  laws  are  intricate,  technical,  and  loaded  with  pitfalls.  There  are 
even  variations  among  states  because  of  the  dovetailing  of  federal  law  with  lo- 
cal law.  And  each  bankruptcy  judge  has  a  certain  degree  of  freedom  to  impose 
special  procedures  in  his  or  her  own  court.  A  good  lawyer  is  a  nnist  if  hot  pur- 
suit will  be  desired;  but  other  than  filing  a  Proof-of-C:laim.  limit  iurtlKr  in- 
vestment in  smaller  bankruptcies.  The  key  tenet  is  to  axoid  throwing  good 
monev  after  bad. 


CREDIT  AND  COLLECTIONS  SUMMARY 

In  these  last  three  chapters  we've  looked  at  credit  and  collections  from  both  a 
macro  and  micro  standpoint.  We've  seen  that  effective  micro  control  is  most 
efficieiitK'  achieved  from  a  coherent  macro  policy  and  set  of  well-denned  pro- 
cedures. Those  hidden  dollars  in  credit  operations  can  be  a  source  of  both 
funds  and  profits; 

1.  Credit  as  a  selling  tool 

2.  Credit  extension  planning  and  control 

3.  Credit  alternatives 

4.  Credit  monitoring  for  improving  operational  clFKieiuy 

5.  Expedited  collection  to  spvt-d  liuuK  How 

6.  C'ollection  loss  minimi/.ition 


chapter  Six 

PRECISION  IN  INVENTORY 
ADEQUACY 


Of  all  the  places  a  company  might  look  to  find  funds  savings,  inventory  is  al- 
ways a  prime  candidate,  because  it  is  virtually  impossible  to  run  it  perfectly. 
Conversely,  it  is  often  a  principal  cause  of  business  failure,  and  a  very  cruel 
kind  of  failure  at  that,  because  it  frequently  negates  business  ideas  that  are 
fundamentally  well-conceived  and  needed  in  the  marketplace.  The  insidious 
cause  of  failure  through  inventory  mismanagement  occurs  when  funds  are 
converted  into  inventory  via  purchase  (or  production)  in  anticipation  of  sales, 
but  the  inventory  is  not  converted  back  into  funds  quickly  enough. 
Picture  a  "Sales  Machine"  fueled  by  inventory: 


Inventory 

Control  Valve 

IP 

SALES 
MACHINE 

\ 

PURCHASES 

■           Inventory  Pipeline 

l$tllt«ISt«tlt 

ftAtA66UAI16(lti    1 

A 

1 

• 

PROFIT 
BOX 

\ 


Too  little  inventory  in  the  pipeline  and  the  sales  machine  slows  down  its  dol- 
lar output  being  collected  in  the  profit  box.  Too  much  inventory  will  cause 
the  pipeline  to  burst,  shutting  down  the  machine  altogether. 

Thus,  the  inventory  question  becomes  one  of  how  tightly  the  control  valve 
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is  manipulated  to  control  the  rate  of"  inventor)-  flow.  It  boils  clown  to  a  (jvies- 
tion  of  timing  The  manager  has  to  time  his  inventory  decisions  to  match  the 
rate  of  flow  to  the  capacity  of  the  sales  machine  and,  to  a  lesser  extent,  the 
ability  of  the  pipeline  to  pass  along  that  inventory. 

To  complicate  this  question  of  timing,  a  consistent  conflict  exists.  On  the 
one  hand,  there  is  always  the  incentive  to  increase  inventory  flow  to  spur 
growth.  On  the  other  hand,  many  are  tempted  to  clamp  down  on  the  control 
valve  to  conserve  funds. 

Few  concepts  in  business  management  are,  in  pure  theory,  easier  to  grasp, 
more  logical  and  direct  than  those  in  inventory  management.  And  few  are  as 
readily  distorted  by  the  facts  of  application. 


TO  HAVE  OR  NOT  TO  HAVE 

Most  businesses  which  already  have  inventories  rarely  questions  the  inherent 
assumption  that  they  should  have  one  in  the  first  place.  And  they  rarely  (jues- 
tion  the  implicit  corollary  that  the  business  should  ha\c  an  inventor>  of  each 
and  every  one  of  the  items  currently  stocked.  The  default  maxim  is,  "Once  in 
inventory,  always  in  inventory. 

To  challenge  those  assumptions,  a  manager  can  use  tlu'  lnvcntor\  Justifica- 
tion Test,  which  compares  costs  generated  as  a  result  of  carrying  an  inventory 
or  a  particular  item  versus  the  costs  which  would  result  if  no  inventory  at  all 
or  of  those  items  were  maintained.  Whether  used  to  examine  a  single  item  or 
a  whole  inventory,  it  further  (luantifics  the  beneflt  derived  from  a  stwk:  no- 
st(Kk  choice. 

The  Test  is  in  favor  of  stocking  if  the  lollowiiig  inathcmatical  expression  is 

true: 

((Q)  (P  -  U)  +  Cn)  -  ((Cc)  (U)  (A))  >  0 
where:     Q      =   huremental  (luantity  of  units  saleable  (or  sold)  bccau.se  an 

inventory  of  an  item  is  maintained 
F      =  Sales  price  p<T  unit  of  the  inseiitoiy  item 
U      =   Purchase  cost  per  unit  of  the  inv«'ntory  item 
Cn    =   Additional  costs  which  would  be  generated  if  and  because 

no  inventory  of  the  item  were  maintained 
Cc    =  C^arrying  costs  percentage 
y\      =   Average  inxcnlDiv  in  <mils 

Tliis  ine(|ualitv  sets  up  a  i)roiil  and  loss  calculation  for  an  inventor>'  item  If 
the  ine«iuiilitv  is  nnl  true  as  .xpuss.-d.  it  is  linancially  harmiul  to  cnnitinue  to 
maintain  liie  item  in  inventory. 
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Example.  Sample,  Inc.  is  considering  dropping  widgets  as  an  inventory 
item.  Sales  of  the  item  now  run  420  units  per  year  at  a  price  of  $100.00  per 
unit.  The  purchase  cost  of  widgets  is  presently  $50.00  per  unit.  Carrying 
costs  are  30%  of  inventory.  The  average  inventory  has  been  calculated  at  89 
units. 

Sample  estimates  a  40%  sales  decline  in  widgets  if  not  readily  available  in 
stock,  and  the  cost  would  rise  to  $55.00  per  unit  because  of  the  loss  of  the 
quantity  discount.  Should  widgets  be  inventoried? 

((Q)  (P  -  U)  +  Cn)  -  ((Cc)  (U)  (A))  =  ? 

((40%  X  420)  (100  -  50)  +  ((60%  x  420)  (55  -  50))  -  ((30%)  (50)  (89))  =  ? 

((168)  (50)  +  ((252)  (5))  -  (1335)  =  ? 

8,400  +  1,260  -  1,335  =   +8,325 

It's  no  contest.  Based  on  these  figures,  dropping  widgets  from  inventory 
would  cost  the  company  $8325  in  the  coming  year,  money  which  it  is  now 
able  to  earn  because  it  can  deliver  to  customers  right  from  inventory. 

Note  that  some  subcalculations  were  necessary,  such  as  the  gross  profit  dol- 
lars from  sales  which  would  be  lost,  ((40  x  420)  (100  -  50)),  which  highlights 
some  of  the  intricacies  which  may  need  to  be  considered  in  utilizing  the  test. 

For  an  entire  inventory,  rather  than  a  single  item,  the  carrying  cost  portion 
of  the  equation  may  be  simplified  by  stating  it  as  (Cc)  (I),  where  I  is  the  value 
of  the  whole  inventory. 

When  inventory  capacity  is  being  strained,  such  as  when  storage  space  is 
nearly  outgrown,  the  Inventory  Justification  Test  can  help  to  choose  items  for 
suspension.  Similarly,  if  several  substitutable  products  are  being  carried,  the 
Test  can  be  used  to  see  if  a  savings  will  result  from  paring  the  line.  Ideally, 
though,  if  adequate  data  can  be  developed  on  sales  expectations  with  and 
without  an  inventory,  the  Test  is  best  used  once  a  year  or  so  to  avoid  the  rut 
of  once  in  inventory,  always  in  inventory." 

THE  CONFLICTS 

If  the  decision  is  made  to  maintain  an  inventory,  one  is  likely  to  find  that  the 
setting  of  inventory  management  often  dictates  the  direction  of  decisions.  As 
so  much  of  inventory  theory  and  management  will  be  found  to  embrace  fore- 
casting and  prognostications  (always  an  uncertain  science)  the  manager  who 
understands  the  pressures  beforehand  and  remains  conscious  of  them  in  the 
decisionmaking  process  will  be  the  one  most  likely  to  deal  objectively  and 
successfully. 

Different  segments  of  the  corporate  population  have  different  goals  for 
inventory: 
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Sales  desires  an  unlimited  inventor)',  so  that  it  can  immediately  deliver  on 
every  order  received.  In  some  cases,  the  ability  to  deliver  quickly  (or  just 
more  quickly  than  the  competition)  will  clinch  the  sale.  Put  differently,  loo 
long  a  delay  on  deliver)'  and  the  sale  is  lost.  Like  credit,  then,  inventory  is  a 
sales  tool. 

Production  desires  an  unlimited  raw  materials  and  supplies  inNcntory,  .so 
that  its  job  of  production  will  not  be  hampered.  In  many  businesses,  shortage 
of  a  raw  material  will  be  costly  in  production  downtime.  Production  also  de- 
sires to  maintain  the  flow  of  fmished  goods  into  inventory  at  a  steady  pace, 
whether  that  pace  ma\'  be  too  slow  or  too  fast,  as  Production  would  like  to 
minimize  adjustments  in  its  scheduling,  thereby  achieving  peak  output  ef- 
ficiency. 

Procurement  is  inclined  to  buy  as  much  as  it  can  at  one  time  to  get  the  max- 
imum discount,  the  best  price  and  the  greatest  savings  in  time,  delivery  and 
other  costs  subject  to  economies  of  scale.  Hence.  PrcKurement  also  puts  up- 
ward pressure  on  inventory  levels.  Procurement  will  also  want  to  avoid  the 
heat  that  will  be  generated  if  sales  are  lost  or  production  held  up  because  of 
shortages. 

Arrayed  against  these  powerful  pressures  is  the  Fiiumce  unit,  which  wants 
to  keep  the  investment  in  inventory  as  low  as  possible  to  keep  funds  free  and 
minimize  carrying  costs. 


POLICY 

With  these  inherent  conflicts  (exaggerated  here,  perhaps,  but  nonetheless 
real)  borne  of  honest  adherence  to  each  units  mission,  the  il(v,lopnu-nt  of 
inventorv  policy  should  not  be  the  exclusive  domain  of  any  one  mnt 

Accordingly,  fop  management  has  to  take  a  hand  as  arbiter  in  policy  devel- 
opment and  disputes.  Naturally,  top  management  should  not  be  biased.  To 
reduce  ctrnflict,  try  these  steps: 

1.  Kstablisb  an  inventorv  policy  coiiunidce  comprised  of  coeriual  repre- 
sentatives from  each  afleclcd  unit 

2.  Have  all  inventory  policies  codifietl  in  writing  and  signed  ofl  bv  af- 
fected department  heads. 

3.  \U-  sure  that  overall  coiixMale  objectives  as  they  ickit.'  lo  iiiv.nloi  v  uc 
dearly  connmrnicated  to  ea(  h  department  heail. 

.«.  In  the  ext.nt  permissible  ui.dcr  security  guidelines,  transmit  these 
objectives  and  <lata  to  lower  l<-vel  p.-rsonnel,  so  thai  they  are  in  c-on- 
cerl  with  lh«-  policy  and  do  not  unwittingly  create  pi.sMires  lor  un- 
j-eonomic  changi" 

5.    Heview  the  jwlicies  on  a  regular  b.isis. 
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6.  Allow  for  a  decision  path  that  can  override  policy  in  the  face  of  emer- 
gency (e.g.,  the  possible  loss  of  a  major  customer). 

7.  Avoid  dealing  in  too  great  detail  or  developing  a  cumbersome  set  of 
rules  and  regulations.  Keep  it  general,  but  meaningful.  For  example, 
do  not  set  out  a  requirement  that  physical  inventories  be  taken  quar- 
terly, but  rather  that  each  inventory  will  be  subject  to  physical  count 
on  a  scheduled  basis,  the  schedules  for  which  will  be  determined  by  fi- 
nance and  inventory  control  units. 

Exclusivity  in  policy  development  is  often,  however,  not  the  first,  but  the 
second  or  third  biggest  problem  of  inventory  policy.  The  major  problem  is 
that  many  companies  simply  fail  to  articulate  any  policy  at  all.  As  a  result, 
each  involved  unit  will  tend  to  interpret  inventory  policy  to  its  advantage.  If 
there  is  no  predominantly  strong  department  that  can  provide  at  least  a  con- 
sistent direction  (even  if  the  direction  is  not  the  optimum)  the  "policy"  will 
tend  to  change  with  each  new  crisis. 

A  lost  sale  or  two  will  likely  prompt  a  huge  purchase  of  the  stocked-out 
item  so  "We'll  never  run  out  of  that  again!"  Perhaps  the  same  thing  happens 
with  production.  The  finance  people,  seeing  this  sudden  surge  in  inventory 
and  concomitant  drop  in  cash  reserves,  puts  on  the  pressure  to  hold  down 
spending  for  inventory — until  the  next  crisis  erupts.  In  a  very  real  sense,  the 
results  of  this  non-policy  are  random.  The  stocked-out  item  may  be  one  that 
is  really  critical,  or  merely  peripheral.  As  varying  crises  coalesce  around  dif- 
ferent inventory  items*  the  likelihood  of  a  very  uneven  inventory  is  high, 
with  some  items  grossly  overstocked  and  others  terribly  thin. 


POLICY  AND  FINANCIAL  RESPONSIBILITY 

In  developing  a  policy,  even  when  using  a  committee  structure,  certain 
phases  deserve  more  input  from  certain  units  than  at  other  times.  For  exam- 
ple, the  input  of  the  sales  department  to  policy  regarding  the  taking  of  physi- 
cal count  should  generally  be  limited  to  assuring  that  the  counting  procedure 
will  not  unduly  interrupt  or  hinder  sales  activities. 

Policy  development  can  be  divided  into  these  six  phases: 

1.  Budgeting.  Cash  investment  in  inventory 

2.  Content.  What  is  bought  for  stock 

3.  Quantity.   How  much  is  kept  in  inventory  at  a  time 

4.  Order  Control.   When  and  how  much  is  ordered  at  a  time 

*Througho>it  this  chapter,  the  term  "item"  refers  to  the  generic  components  of  stock.  The  term  "inventory 
unit "  will  refer  to  one  single  piece  of  inventory  from  that  generic  stock.  Example:  Electric  Motors  are  an 
item.  An  electric  motor  is  an  inventory  unit  (or  sometimes  "unit"). 
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5.  Physical  Control   Hecei\  ing,  storage  and  disbursement 

6.  Valuation  and  Reporting.  Tracking  and  meauring  inventory,  includ- 
ing the  interpretation  of  performance  in  the  other  five  phases. 

The  role  of  the  Finance  Fvniction  in  each  phase  is: 

1  Budgeting.  Finance  should  be  the  leader  in  the  macroscopic  determi- 
nation of  investment  in  inventory,  as  it  has  the  essential  role  of  coordinating 
inventory  funding  with  the  funding  of  all  other  operations.  The  microscopic 
aspects  of  budgeting  among  various  items  should  be  determined  largely  by 
the  priorities  for  items  established  by  the  sales  group  for  resale  inventories  or 
by  the  user  group  for  internal  inventories. 

2  Content  Finance  audits  inventory  c-ontent  to  maintain  procurement/ 
production/sales  accountability.  Write-off  and  write-doNvn  decisions  are  made 
primarily  by  Finance. 

3  Quantity.  Once  the  budget  is  set.  Finances  principal  input  as  to  con- 
tent will  be  systemic,  in  terms  of  helping  to  refine  inventory  management 
procedures. 

4.  Order  Control.  Same  as  Quantity. 

5.  Physical  Control.  Audit  for  internal  control,  security  and  eflicient  oi^r- 
ation.  Systemic  input  is  generally  on  an  ad  hoc  basis. 

6.  Valuation  and  Reporting.  This  is  primarily  (if  not  entirely)  a  Finance 
responsibility. 

The  development  of  the  six  phases  will  vary  with  the  kind  of  inventory  un- 
der consideration,  (iiven  the  dilfercnt  purposes  and  circumstances  of  d.Rer- 
ent  inventories,  there  is  no  reason  that  one  p<.1kv  must  be  universally  appli- 
cable throughout  a  company. 

For  example,  valuation  and  „p...  tmg  ..f  the  shop  supplies  inventory  under 
paramel.>rs  established  for  finished  goods  is  almost  sure  to  be  an  ineflicent 
us.-  of  time,  .sp.-c.ally  when  the  n.al.-nality  ..f  the  former  is  likely  to  l^  SO 
much  smaller  than  the  latter.  ,        ,      .      i 

Kach  inventory  needs  its  own  ,>olicy.  That  .s  not  to  sav  th.it  th.-  ulcntual 
policy  may  not  be  suitabh-  for  more  than  .,ne.  or  even  all  mv,-utoru-s.  only 
that  a  universal  policv  not  be  assumed  as  mandat<,ry.  Furthermore,  there 
mav  w,'ll  Im-  cas<-s  wh.-rc  one  invent.iry.  for  ix.Iicy  puqx.ses.  ought  to  l.e 
c„nceptually  suIhI.vuI.-.I  ...to  scparat,-  invntorics  in  ord.-r  to  a<-comphsh  c-c-r- 
tain  obiectiv«-s    Consulcr  th<-  following  illustration 

Consider  a  d.stril,.H..r  of  small  sa.lboats.  K.u  h  y.ar  the  .nanulacture,  .nlro- 
,l,K.es  new  mod.-ls.  much  like  th.-  a.ito  uulustry  Also  l.k.-  the  auto  i.uluslry 
these  U)a.s  are  avaiiabh-  in  a  wide  variety  of  n.lors  and  w.lh  a  wide  ...nge  o 
„p„„nal  a..essories.  (:o..s.-.,".-..llv.  the  distributor  wants  to  careiully  control 
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sailboat  inventory,  so  as  to  fill  all  potential  orders,  while  avoiding  oversupply 
of  a  product  with  a  short  full-value  life  cycle. 

Our  distributor  also  sells  trailers  as  a  complementary  product.  The  trailers 
can  be  used  on  any  model-year  and  style  boat.  Trailers  are  almost  never  sold 
by  themselves,  and  the  great  majority  of  sailboat  sales  include  the  purchase  of 
a  trailer.  Hence,  stockouts  on  trailers  can  have  a  disastrous  effect  on  overall 
sales,  as  a  buyer  won't  wait  for  the  accessory  item  if  the  buyer  (who  seeks  to 
maximize  boating  time)  can  get  the  object  product  (the  boat)  in  immediately 
usable  condition  elsewhere.  The  same  buyer,  however,  may  be  willing  to 
place  a  particular  style  boat  on  order  and  await  delivery. 

The  priority  of  objectives,  and,  hence,  the  policies  on  the  two  inventory 
items,  will  be  different,  even  though  the  cost,  pricing,  margin,  physical  stor- 
age and  carrying  costs  are  similar  for  the  two  items.  The  primary  sailboat  ob- 
jective is  control.  The  primary  trailer  objective  is  sales  support. 

INVENTORY  COSTS 

The  overriding  tension  in  any  policy  is  produced  by  seeking  a  balance  among 
competing  inventory  costs.  The  cost  terrain  is  the  battleground  on  which  the 
inventory  war  is  fought.  No  matter  what  decisions  are  made,  even  a  decision 
for  no  inventory,  certain  costs  are  unavoidable.  The  goal  always  is  to  find  that 
mix  of  strategies  and  tactics  which  will  permit  the  company  to  realize  the 
lowest  total  costs  from  its  inventory  policies  and  practices,  without  hindering 
sales  or  production. 

To  develop  those  policies  and  practices,  and  to  make  decisions,  the  inven- 
tory commander  must  first  survey  the  cost  terrain.  Establishing  or  main- 
taining inventory  requires  cost  data  to  compare  alternatives  intelligently  for 
deployment  of  scarce  resources. 

Generally  speaking,  there  are  three  types  of  costs  connected  with  an  in- 
ventory: 

1.  Carrying  Costs,  which  are  generated  by  having  the  inventory  in  stock 

2.  Stockout  Costs,  which  are  generated  when  the  company  runs  out  of  (or 
eliminates)  stock  despite  continuing  demand 

3.  Ordering  Costs,  which  are  generated  when  inventory  is  replenished 

The  first  two  of  these  are  dealt  with  in  this  chapter.  Ordering  Costs  are 
more  closely  examined  in  Chapter  7. 

CARRYING  COSTS 

Knowing  how  much  it  costs  to  keep  stock  is  a  powerful  and  indispensable  fac- 
tor in  deciding  how  large  an  inventory  is  efficient,  or,  as  we've  seen,  even  af- 
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fordable.  The  exists  referred  to  here  are  those  which  are  iiicurrecl,  directly  or 
indirectiv,  because  of  the  existence  or  size  of  the  inventory.  By  expressing 
Carrying  Costs  as  a  percentage  of  the  inventory  vahie,  we're  able  to  rehite  the 
costs  directly  to  most  every  inventory  decision. 

Carrying  Costs  are  made  up  of  three  principal  components: 

1.  Capital  Costs 

2.  Shrinkage  Costs 

3.  Retention  Costs 

To  calculate  the  annual  Carrying  Costs  percentage,  the  three  factors  are  ag- 
gregated and  then  dis  ided  1)\'  an  appropriate  aggregate  inventor)'  llgure: 

Cc  =  Ck  +  ((((D  +  W)/I)  +  ((Cp  +  Cr  +  Ct)/I))  (100%)) 

where:     Cc    =  Carrying  C:()sts  percentage 

Ck    =  Cost  of  capital  expressed  as  a  percentage 

D     =  Difference  between  book  inventory  and  plnsical  count  \alue 

W    =  Write-ofis 

I       =  Average  aggregate  inventory  in  the  preceding  year 

Cp   =  Physical  costs,  such  as  handling,  storage  and  security 

Cr    =  Risk  costs,  primarily  insurance 

Ct    =   Direct  tax  costs,  usually  ad  \alorem  property  taxes 

(100%  appears  in  the  fornuila  to  convert  a  decimal  sum  to 

percentage.) 

Example.  Sample,  Inc.  maintains  an  inventor>'  which  over  the  c-ourse  of 
the  year  averaged  $600,000.  Cairrent  debt  sec.ued  by  inventory  bears  12% 
interest.  The  physical  count  showed  a  value  $8.1(K)  below  book  inventory, 
and  anoth<-r  $900  was  writt.-n  off  as  danu.ged  and  j.mked.  The  In.ancial  state- 
nu-nts  for  Sample  show  th<-  following  results: 

I'hysical;  Warehouse  Rents  $2J,(KM) 
Warehouse  Maintenance  2,(KK) 

Warehouse  Utilities  12, (KM) 

Warehouse  Personnel  ;}(i.(KK) 
W.uchouse  (iuard  Service  12. (MM) 

Total  I'hvsical  Costs  .$.S(,.(MK) 

Risk:  Insurance  I'icuuiuus  lor; 

liivcnlory  X'alue  $  --000 

W.ireliouse  N'alue  2,500 

VVureh«)Use  Liability  ^^^ 

Total  Risk  C«)sls  $  5.000 
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Taxes:       Inventory  Property  Tax  $  5,000 

Warehouse  Property  Tax  3,000 

Total  Tax  Costs  $  8,000 

What's  the  Carrying  Costs  percentage? 

Cc  =  12%  +  ((((8,100  +900)/600,000)  +((86,000  + 
5,000  +  8,000)/600,000))  (100%)) 

Cc  =  12%  +  (((9,000/600,000)  +(99,000/600,000))  (100%)) 

Cc  =  12%  +  1.5%  +16.5% 

Cc  =  30.0% 

STOCKOUT  COST 

The  other  primary  cost  associated  with  inventories  is  Stockout  Cost,  the  ob- 
verse of  Carrying  Costs.  Stockout  Cost  is  the  appregate  of  costs  and  losses  ex- 
perienced as  a  result  of  insufficient  inventory.  It's  important  as  the  main  rea- 
son (if  not  the  sole  reason)  for  having  inventory  is  to  satisfy  demand,  whether 
the  demand  comes  from  customers  for  the  purpose  of  capturing  revenues,  or 
from  internal  sources  to  capture  cost  economies. 

Stockout  Costs  vary  inversely  with  Carrying  Costs,  so  the  central  issue  be- 
comes balancing  the  two  against  each  other  to  get  the  lowest  combined  cost 
profile  in  the  face  of  demand. 

Stockout  is  an  exceedingly  difficult  cost  to  quantify  because  it  is  fraught 
with  so  much  uncertainty.  Assumedly,  a  sales  stockout  will  have  one  of  three 
results: 

1.  The  customer  will  accept  the  delay,  in  which  case  the  only  cost  is  the 
delay  in  obtaining  the  gross  profit;  essentially  the  cost  of  money  for  the  delay 
period. 

2.  The  customer  cancels  the  order,  but  remains  a  customer  for  future  or- 
ders. The  loss  here  is  the  gross  profit. 

3.  The  customer  cancels  the  order  and  ceases  to  be  a  customer. 

(The  second  result  involves  the  cost  of  obtainment  from  some  other  source, 
such  as  the  added  expense  of  an  emergency  delivery  or  purchase  from  an 
outside  supplier.  Production  inventory  stockouts  should  not  have  a  third 
scenario.) 

Using  information  on  the  average  customer  order  size,  average  gross  profit 
and  average  customer  value,  one  can  assign  a  cost  to  each  of  the  three  scenar- 
ios, and,  with  marketing  information,  also  estimate  the  probabilities  for  each 
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of  the  three  outcomes.  Finally,  a  Stockout  may  produce  some  extra  costs, 
such  as  the  time  needed  for  a  salesperson  to  sm)the  ruffled  customer  feathers. 
An  example  puts  these  concepts  to  work: 

Sample,  Inc.  has  a  corporate  cost  of  capital  of  24%. 

Gross  profit  per  average  sale  is  $40,  and  the  aNcrage  customer  makes  eight 

purchases  a  year. 
It  takes  a  month  to  rectify  a  stockout,  and  each  one  generates  $50.00  in 

administrative  costs  and  salesperson  time. 

The  three  scenarios  are  rated  by  the  marketing  stafl  with  the  following 
probabilities: 

Accept  Delay:  30% 
Cancel  Order:  30% 
End  Relationship;  40% 

Total  Stockout  Cost  can  be  thus  estimated  per  (Kcurrencc  at: 

Delay:  $50  +  ($40)  (24%/12)  =  $  50.80 

Cancel:  $50  +  $40  =  $  ^-^ 

End:  $50  +  (8)  ($40)  =  $370.00 

Attaching  probabilities  and  svuuming  to  get  100%  averaged  cost: 

(30%  X  50.80)  +  (30%  X  90.00)  +  (40%  x370.(K))  =  $187.24 

Hence  we  can  use  $187.24  as  the  average  annual  cost  per  stwkout.  On  an 
individual  tra.,saction,  we  know  this  c-ost  is  almost  certainly  faulty.  It  n.atch« 
,K.ne  of  the  three  scenarios.  But.  over  the  i-ourse  of  the  year,  if  we  totalled  iill 
the  c-osts  gcerated  bv  stockouts  a.ul  divided  bv  the  munber  of  stockouts.  we 
slumld  approximate  this  .-stiniat.-,  U  we  knew  which  it.Mus  would  lu-  sUnked 
out  and  how  each  affected  customer  would  react,  we'd  n.-ver  ha%  e  a  stm  kout. 
because  wed  be  pre,>ared  to  meet  it.  Our  St.Kkoul  CoM  n,av  then  not  have 
the  exactitude  of  an  .-lectron  microsct)pe,  but  if  c-omput.-d  with  care.  .1  will  l>e 
a  powerful  cnotigh  lens  loi  lli<-  tasks  .il  band. 

SAFETY  STOCK  AND  ST(K:K()UT  RISK 

We  said  earlier  tlu-  single  biggest  issue  of  u.v,-nt...y  control  is  bal.numg 
St.K-kout  Cost  and  Carrying  Costs.  We  can  limit  Carrying  C..sts  by  <invn.g 
,|„-  inv.nlorv  (o  /.r...  iherebv  yiehiing  hug.-  St.akout  Costs,  or  we  can  carry 
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the  largest  possible  inventory  so  as  to  shut  down  Stockouts,  but  then  face 
enormous  Carrying  Costs.  Where  between  the  extremes  should  inventory 
levels  be  set? 

Using  the  cost  percentages  developed  and  some  well-proven  statistical 
methods,  we  can  pinpoint  the  target  to  the  single  inventory  unitl  How? 

Think  of  inventory  as  made  up  of  two  segments: 

1.  "Moving  Inventory."  The  stock  we  expect  to  deliver  before  the  next 
replenishment  is  received;  and 

2.  "Safety  Stock."  The  extra  inventory  held  to  meet  demand  above  ex- 
pectations. 

The  proper  amounts  for  both  are  a  function  of  demand  for  the  item.  De- 
mand can  be  statistically  defined  as  a  distribution,  i.e.,  the  pattern  of  demand 
can  be  mathematically  stated  as  a  form  of  a  particular  formula.  The  most 
common  distribution  is  the  "Normal  Distribution "  which  looks  like  the  well- 
known  bell-shaped  curve.  It's  a  mathematical  expression  in  which  the  sum  of 
all  probabilities  is  100%  (or  1.00  when  expressed  as  a  demical).  Because  the 
probability  that  a  specific  level  of  demand  will  surface  at  any  particular  time  is 
a  finite  probability,  all  those  probabilities,  and  hence,  all  the  possible  de- 
mands which  may  require  a  Safety  Stock  for  satisfaction,  can  be  presumed  to 
exist  under  the  Normal  Curve. 

With  that  standard  in  mind,  one  can  calculate  a  Safety  Stock  to  eliminate 
virtually  all  chance  of  Stockout.  (It  would  take  an  infinite  stock  to  eliminate  all 
chance  absolutely,  as  there  is  a  theoretical  possibihty  of  an  infinite  demand.) 
The  formula  for  the  calculation  takes  this  form: 


Ss 


where:     Ss  =  Demand-generated  Safety  Stock 

d     =  Number  of  units  demanded  in  each  order  lead-time  period 

beginning  with  period  i  and  ending  with  period  n. 
M   =  Average  (Mean)  number  of  units  demanded  per  past  order 

lead-time  period, 
n     =  Number  of  order  lead-time  periods  evaluated. 

At  this  point,  statistics  aficionados  are  sure  to  recognize  the  square  root 
part  of  the  formula  as  the  formula  for  standard  deviation.  Those  aficionados 
also  know  that  multiplying  the  standard  deviation  by  3  will  cover  99.73%  of 
the  cases  ("virtually  all")  under  a  Normal  Curve.  There's  the  maximum  Safety 
Stock:  thrice  the  Standard  Deviation  of  demand  for  the  item. 
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Order  #: 


(Two  statistics  notes: 

A  multiplication  factor  of  4  yields  99.98%.  hut  that  means  a  one-third  in- 
crease in  Safety  Stock  produces  only  a0.259r  addition  to  the  margin  of  safety. 
Not  usually  very  cost-effective,  hut  4  might  he  used  for  especially  critical 
items;  e.g.,  generator  parts  for  an  electric  utility,  without  which  the  whole 
system  would  shut  down. 

If  statistical  analysis  (usually  a  Chi-Square  Test)  determines  that  some 
other  kind  of  distribution  (e.g..  Poisson.  Polynomial.  Exponential)  provides  a 
better  demand  fit,  a  constant  other  than  3  will  apply  to  eliminate  virtually  all 
chance  of  stockout.  Those  statistics  are  beyond  the  scope  of  this  book,  but 
should  be  found  in  most  any  elemenlar>-  statistics  mainial.) 

An  example  with  a  Normal  Curve  assumed: 

The  order  lead  time  for  Sample.  Inc.  (i.e..  the  time  between  the  point  the 
order  need  is  identified  and  the  item  is  received  into  slock)  is  10  days.  In  the 
past  year.  10  orders  were  placed.  Actual  demand  out  of  inventorv  during 
each  lead-time  period  looked  like  this; 

0  -x  i         .T         (i  7  8  9         10      Total      Avg.  (M) 


Demand  (d): 

32 

46 

18 

61 

45 

35 

36 

41 

58 

48 

(d  -  M): 

-10 

4 

-24 

19 

3 

-7 

-6 

-1 

16 

6 

Squared: 

1(K) 

16 

576 

,361 

9 

49 

3() 

1 

25(i 

3(i 

Totaled: 

420 


1440 


Plugging  into  the  rest  of  the  fornnila: 

Ss  =  (3)J(T44(J7lO) 
Ss  =  (3)  (12) 
Ss  =  36  units 

At  this  point  we've  dcx  .•lop.'d  a  Saiety  .Stork  which  is  purclv  d.-mand- 
generated.  to  eliminate  virtually  all  chance  of  stockout.  uillwul  regard  to  the 
cost  of  carrying  the  inventory.  Now  its  lime  to  reconcile  the  two  competing 
costs. 


i:i  I  k:ient  stockout  risk 

To  n-concil.-.  we  u.l...<!urr  the  Kllu  ieut  Sl.ukout  It.xk  (KSUi  p.rc.-nlage. 
wh,<  h  is  the  i.leal  (i.e..  most  rosi  elh-clive)  per.  eul..g.-  .  I..nu  e  ol  r.MUUug  out 
ol  stock  ni  r«'sponse  to  any  random  demand. 

KSU%  =  (10()%)(((:c)(U)/Co) 
where:     Cc    ■    Carrying  Cost  I'encntnge 
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U   =    Inventory  value  (or  cost)  per  Unit 
Co   =    Stockout  Cost 

What's  the  logic  here? 

Each  time  an  item  is  demanded,  either  a  stockout  will  occur,  or  it  won't. 
The  sum  of  those  two  possibilities  is  100%.  To  lower  the  chance  of  a  stockout, 
inventory  has  to  be  increased  by  one  more  item,  but  if  the  known  carrying 
cost  ((Cc)(U))  of  that  one  more  item  is  greater  than  the  expected  value  of  the 
stockout,  it  makes  more  sense  to  risk  the  stockout.  Dividing  the  known  per- 
unit  carrying  cost  by  the  cost  of  a  stockout  and  subtracting  that  figure  from 
100%  provides  the  percentage  expectation,  which  is  the  Efficient  Stockout 
Risk. 

With  that  information,  we  know  (100%  —  ESR%)  equals  the  chance  a 
stockout  tvill  not  occur.  How  much  of  a  safety  stock  is  needed  to  yield  such  a 
risk?  Let's  label  the  "not  occur "  risk  v%. 

We  know  three  times  the  standard  deviation  ((3)(s))  produces  a  virtually 
stockout- free  position,  but  probably  not  sufficiently  low  carrying  costs.  When 
we  use  a  multiplier  before  three  on  the  standard  deviation,  we  lower  carrying 
costs,  while  raising  the  chance  of  stockout.  Using  a  Normal  Distribution  sta- 
tistics table,  we  can  convert  v%  to  a  new  multiplier,  "V, "  which  will  be  the 
multiplier  of  the  standard  deviation  to  yield  the  desired  Safety  Stock. 

The  one  missing  link  is  the  conversion  table  V  and  v%  which  relates  per- 
centages to  standard  deviation  multipliers.  Here  are  the  most  commonly 
used  points: 


v%: 

99.73 

99.00 

98.00 

96.00 

95.44 

90.00 

80.00 

68.26 

50.00 

25.00 

V: 

3.00 

2.58 

2.33 

2.05 

2.00 

1.96 

1.28 

1.00 

0.67 

0.32 

(Other  values  can  be  determined  using  statistical  formulas  for  a  Normal 
Curve,  or  from  a  Confidence  Level  and  Confidence  Coefficients  table.) 

Let's  take  another  look  at  the  Safety  Stock  example  with  its  10-point  de- 
mand distribution  segment.  We  already  know  that  standard  deviation  equals 
12.  Cost  per  unit  for  this  inventory  item  is  $28.47.  Carrying  Costs  were  fig- 
ured at  30%,  and  Stockout  Costs  at  $187.24  per  occurrence.  What's  the  Effi- 
cient Stockout  Risk?  What  s  the  Safety  Stock  needed  to  achieve  the  Efficient 
Stockout  Risk? 

ESR%  =  (100%)  ((Cc)  (U)/Co) 

ESR%  =  (100%)  ((30%)  (28.47)/187.24) 

ESR%  =  (100%)  (0.0456) 

ESR%  =  4.56% 

4.56%  is  the  risk  of  Stockout  to  be  accepted,  i.e.,  the  Efficient  Stockout 
Risk.  The  percentage  chance  a  stockout  will  not  occur,  100%  —  4.56%  = 
95.44%,  converts  to  a  multiplier  of  2.00.  Hence,  the  proper  safety  stock  is: 
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Ss  =  (V)  (s) 

Ss  =  (2.00)  (12.00) 

Ss  =  24  units 

Calculation  right  to  the  sitifilc  tmitl 
Two  cautionan-  notes: 

1.  The  Safetv  Stock  level  the  fornuilas  su^^est  is  not  absohitely  mandator)', 
because  we're  deahnji  with  prohal)ihtii-s,  inchidinii  the  presumption  that  our 
demand  expectations  (from  which  tlie  critical  standard  desiation  was  calcu- 
lated) are  accurate.  What  the  formula  indicates  is  that  it  is  likely  to  be  cost- 
effective  to  add  to  Safety  StcK-k  up  to  the  calculated  level  and  unlikely  to  be 
cost-effective  above  the  projected  level.  Whether  or  not  investment  in  inven- 
tory is  the  vio.st  eflicient  investment  the  company  can  make  is  not  being  cal- 
culated; only  that  the  savings  in  Stockout  costs  should  pay  for  the  investment. 

2.  It  is  generally  not  advisable  to  change  Safety  Stock  levels  with  every 
blip  and  bloop  in  the  figures.  Instead,  Safety  Stock  should  be  adjusted  when  a 
definite  pattern  of  changed  demand  seems  to  be  emerging,  when  Stockout 
hkelihood  changes  by  a  material  amount  or  the  cost  of  stockout  is  perceived 
to  have  undergone  material  change. 


ACCOUNTING  AND  VALUATION 

No  new  great  theory  of  accoimting  for  inventory  will  be  propoimded  here.  It 
is  an  incontrovc-rtible  fact  that  in  the  transition  from  inventory  theory  to  in- 
ventory reality,  many  a  soul  has  been  lost  in  tlu-  rciordkceping  jungle  and 
the  rapids  of  the  information  ri\rr 

The  recordkeeping  ecmundrum  (inbraics  bolii  ihc  dynamic  side  of  inven- 
tory, which  involves  cimtrol.  and  the  static  side  involving  its  valuation  of  re- 
porting. Once  again,  we  are  faced  with  sometimes  conflicting  responsibilities 
and  goals 

Acc-onntinu  for  nncntory  will  seek  to  s.itisly  tlicsc  many  uoals: 

1.  Conlrol,  which  has  been  the  primary  locus  of  this  chapter 

2.  ■jaxalion,  which  Uivs  ll.r  ni<.nln<-  U>  kr.p  inN.'iitorN  loxy.  moMng 
Kreaf.T  amounts  uito  .xp.-ns.-,  rutting  in.  oin.-  t.ix.s  .mil  k.-.pinu  piop- 
erty  la.\cs  low 

3.  Asset  value,  whic  h  v;iv.s  tin-  iiucnln.'  to  bniKI  up  nivcntoiy  .is  .i  coin 
poncnl  of  assets  r,-pi<-«.''"t.iliv.'  ol  net  woitli,  piovidnu;  .■oll.ilci.il  an,l 
financial  strcnulli 

■1.  I'lii  iim.  wl.K  h  d.inands  an  aceiirale  refh-ction  of  costs  lor  (l.t.rmimng 
ii(<  f-plabii-  III  iiums  and  selecting  profitable  pnKliicts. 
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5.  Administration,  which  demands  a  system  that  is  not  unduly  costly  or 
burdensome  to  maintain. 

6.  Reflective  of  reahty,  which  means  the  system  tells  what  the  company 
really  owns,  how  much  it  s  really  worth,  where  it  is,  what  condition  it's 
in  and  whether  or  not  it's  usable  as  intended. 

7.  Alerting  the  company  if  standards  of  performance  are  not  met. 

VALUATION  METHODS 

The  choices  available  for  valuation  methods,  which,  of  course,  reciprocate 
with  Cost-of-Goods-Sold  and  ultimate  profit  calculations,  are  these: 

Specific  Identification .  The  actual  cost  of  each  item  in  the  closing  inven- 
tory is  tracked,  applied  and  extended.  Criticism:  cumbersome  recordkeep- 
ing. 

Lower  of  Cost  or  Market .  If  current  market  value  is  below  cost,  the  cur- 
rent market  value  is  substituted  on  the  books  as  the  inventory  value.  Other- 
wise, actual  cost  is  used.  Criticism:  unduly  conservative. 

Replacement  Cost.  Current  cost  to  replace  the  inventory  is  used  for  its  val- 
uation. Criticism:  doesn't  reflect  the  company's  real  cost. 

Sales  Price .  The  inventory  is  valued  at  its  anticipated  sefling  price,  instead 
of  acquisition  cost.  (Rarely  used.)  Criticism:  presumptively  inflates  value. 

First  In,  First  Out.  Commonly  called  FIFO,  items  are  here  assumed  to  be 
drawn  from  stock  in  the  same  order  as  received  into  stock.  Therefore,  the 
closing  inventory  tends  to  reflect  the  latest  costs.  Criticism:  understates  cost 
of  sales  in  a  climate  of  inflation. 

La.st  In,  First  Out.  Commonly  cafled  LIFO,  items  are  assumed  to  be 
drawn  from  stock  in  reverse  order  of  receipt.  Therefore,  the  closing  inven- 
tory tends  to  reflect  older  costs.  Criticism:  understates  cost  of  sales  in  a  cli- 
mate of  disinflation. 

Dollar-Value  LIFO.  A  form  of  LIFO  that  helps  to  reduce  recordkeeping 
by  averaging  the  cost  change  over  the  course  of  a  year.  Criticism:  same  as 
LIFO,  plus  it  is  likely  to  produce  a  never-experienced  cost  figure. 

Gross  Profit  Method.  A  specific  percentage  of  sales  revenue  is  assigned  as 
Cost-of-Goods-Sold  and  subtracted  from  opening  inventory  plus  purchases 
to  yield  the  closing  inventory.  Criticism:  percentage  chosen  is  subjective 
(though  usually  based  on  historical  values)  and  thus  may  be  in  error,  possibly 
by  a  significant  amount. 

Retail  Method.  Similar  to  the  Gross  Profit  Method,  this  method  uses  a  per- 
centage of  sales  price  to  value  the  closing  physical  count,  and  the  resulting 
closing  inventory  is  subtracted  from  the  opening  inventory  plus  purchases  to 
yield  the  Cost  of  Sales.  Criticism:  same  as  Gross  Profit  Method. 
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Average  Cost.  Acquisition  cost  per  unit  is  averaged  over  the  year  and  ap- 
plied to  the  closing  count.  Criticism:  likely  to  misstate  in  any  period  of  cost 
volatility. 

Weighted  Average.  Accjuisition  costs  per  order  are  averaged  and  the 
resulting  weighted  average  a)st  per  unit  is  extended  with  closing  physical 
count.  Criticism:  likely  to  produce  never-experienced  results. 

Moving  Average.  Per-unit  acquisition  cost  over  a  specific  period  of  time 
are  averaged  to  develop  the  cost  per  unit  for  extension.  C:riticism;  same  as 
Weighted  Average. 

Weighted  Moving  Average.  Per-order  accpiisition  costs  over  a  specific 
number  of  orders  are  averaged  for  a  per  vmit  cost  which  is  applied  to  closing 
mventory  and  extended  to  determine  value.  Criticism:  also  the  same  as 
Weighted  Average. 

Ba.<{e  Stock.  A  minimum  Base  Slock  number  of  units  is  assumed  to  always 
be  on  hand.  Excess  Stock  found  to  be  on  hand  by  physical  c>ount  or  acx-ording 
to  inventory  records  is  valued  at  a  particvdar  cost  (usually  the  most  recent) 
and  added  to  the  Base  Stock  value  to  arive  at  ending  invcntor>'  value.  (Note: 
Excess  stock  may  ecpial  a  deficit  stock  which  would  be  subtracted.^  Criticism: 
likely  to  be  inac-curate  in  periods  of  cost  or  volume  Nolatility. 

Standard  Cost  Vahte.  Used  almost  exclusively  in  manuiacluring.  a  stan- 
dard cost  is  established  (and  periodically  revised)  to  value  inventory.  If  actual 
costs  are  found  to  be  different,  the  difference  is  foldeil  into  Cosl-of-C(K)ds- 
Sold.  Criticism:  likely  to  be  inaccurate  in  periods  of  cost  volatility. 

These  methods  have  other  acK  anfages  and  disadvantages,  which  vary  by  in- 
dustry, fax  status,  company  size  and  a  host  of  other  factors.  Each  company's 
CPA  should  be  deeply  involved  in  gmding  the  company  toward  choosing  (and 
p<rhaps  occasionally  switching)  the  method  of  r.-poiting,  and  in  considering 
whether  or  not  different  methods  should  be  applied  to  iliiferent  inventories 
(e.g.,  raw  materials  and  fini.shed  gcKxls). 

In  the  management  accounting  and  management  reporting  scheme  of 
things,  reflection  of  reality  is  the  essential  consideration  .\s  data  CH)mes 
through  the  system,  the  task  becomes  to  respond  (luicklv  and  accurately,  llie 
overall  inventory  information  system  and  Inulg.-l  allowing  for  cross-checks 
and  flexibilitv  will  be  most  amenalile  to  lli<-  l.»^k. 


chapter  Seven 


PRECISION  IN  INVENTORY 
REPLENISHMENT 


Chapter  6  addressed  part  of  the  key  inventory  question  of  "How  Much?,"  but 
it  focused  only  on  the  problem  of  how  much  to  stock  in  total.  This  chapter  re- 
sponds to  the  other  part  of  that  key  question  in  determining  how  much  is 
needed  to  replenish  stock.  That  issue  raises  the  corollary  question  of  "When 
should  replenishment  be  accomplished? 

Before  those  issues  can  be  directly  addressed,  though,  it's  wise  to  consider 
the  kinds  of  constraints  which  may  influence  our  ability  to  achieve  optimum 
inventory  levels. 

INVENTORY  BUDGETING 

The  practices  of  monitoring  and  limiting  inventory  are  performed  within  the 
parameters  of  three  constraints: 

1.  Cash.  A  company  cannot  tie  up  more  than  a  certain  amount  of  cash  in 
inventory  without  crimping  its  overall  operations. 

2.  Physical  Storage  Capacity,  Included  in  this  constraint  are  all  aspects 
of  physical  handling.  The  inventory  labor  force,  inventory  movement 
capabilities,  warehousing  and  security  systems  all  have  finite  limits, 
which,  if  exceeded,  expose  the  inventory  and/or  operations  to  loss. 

3.  Demand  (Sales  or  Usage)  Potential.  There  is  no  sense  obtaining  in- 
ventory that  cannot  be  used. 
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In  the  short  run,  the  constraint  maiulalinj;  tlie  lowest  level  olinventory  will 
be  the  determining  constraint. 

Assuming  a  price  and  market  that  will  yield  profits  if  sales  (or  other  efFicient 
usage)  potential  is  reached,  an  inventory  determined  by  cash  limits  or  physi- 
cal shortcomings  is  not  an  ideal  iinentory,  as  the  lower  le%el  forces  the  c-om- 
pany  to  give  up  profits  that  could  be  made.  (If  the  price  and  market  will  not 
yield  a  profit,  there  is  a  more  fundamental  problem  at  hand  than  inventory 
management.) 

Thus,  in  the  long  run.  demand  potential  should  be  the  determining  factor. 
Cash  and  physical  necessities  should  be  modified  to  accommodate  demand. 
Inventory  budgeting  is  the  prwess  of  plaiming  those  modifications  iimt  plan- 
ning for  a  level  of  inventory  that  will  allow  the  most  profitable  fiilfiUmcnt  of 

demand. 

Complicating  that  plaiming  task  are  these  characteristics  of  the  typical 

inventory: 

1.  Diversity  nf  Content.  There  is  usually  more  than  one  item  to  deid 
with,  and  not  all  items  within  a  given  inventory  deserve  the  same  pri- 
ority of  stocking. 

2.  Uncertainty  of  Demand.  Planning  is  a  forecasting  process  that  bv  defi- 
nition is  uncertain,  both  aggregately  and  finitely,  by  item. 

3.  Diversity  of  Demand.  Diilcrcnt  end  usc-rs  draw  dilfcriug  items  and 
(juantities  of  items. 

4.  Diversity  of  Source.  Dilferent  items  are  freciuenllv  obtained  from  dii- 
ferenl  sup])licrs. 

5.  Short  Demand  lA-ad  Time.  l\arely  will  an  order  i>e  placed  that  says 
"I'^ill  at  your  convenience.' 

6.  Vneven  Demand.  Peaks  and  valleys,  the  appearance  of  which  are  gen- 
erally unprediclabh-  with  precision,  put  varying  stress  on  inventory 
servicing  and  investment 

Hy  isol.iling  the  .onslr.iuils  ,ni(l  kccpmg  tl..-se  (ou.pluatnig  f.ulors  m  nund 
certain  jiolic  \  implic.itioiis  ,uc  dcnv. ible. 

C>ash  Flow 

Once  a  tola!  budget  is  (i.t.rM.uM.I  ioi  mv.nl..iv  Hhr  n.<-.l...nus  ..!  that  are 
coming  up  later  in  the  ehai)ter)  (onuuilmenls  lo  individual  items  nc<-(l  be 
worked  onl,  Kar.-ly,  if  ev.-r,  will  all  n.-.-ds  b.-  satisfi.-<l.  lU  borrown.g.  .1  n.ay 
b<-  possible  lo  stretch  to  ac<oinmodate  a  larger  portion  of  invcntoiv  n.cds. 
bill  the  cash  limitation  r.-mains  a  real  one.  What  i>olicv  implications  will  hcl|) 
a  company  ?n«>r«'  easily  tolerate  those  limilsr* 

To  answer  that  <|nestion.  first  draw  tin-  crucial  tlistinction  betw.-cn  iiiveii- 


INVENTORY  BUDGETING  131 

tory  held  for  sale  and  inventory  held  for  use.  The  use  inventory  does  not  gen- 
erate funds  (at  least  not  in  a  direct  sense),  whereas  the  sales  inventory  is  self- 
renewing  as  to  cash.  Thus,  increase  in  demand  for  a  use  inventory  does  not 
imply  the  ability  to  raise  the  cash  constraint  as  greater  sales  would  imply  in 
the  consideration  of  a  sales  inventory. 

Hence,  for  a  use  inventory,  funding  and  budgeting  should  tend  to  be  more 
inflexible  and  restrictive.  Every  dollar  committed  to  a  use  inventory  is  ulti- 
mately a  dollar  out  of  profit.  (Note  that  inflexibility  and  restriction  are  spoken 
of  as  a  tendency.  Absolutes  carry  the  danger  of  obsolescence  and  unrespon- 
siveness, missing  the  requirements  of  changing  circumstances  and  emergen- 
cies.) 

The  real  budget  cost  for  a  sales  inventory,  however,  is  measured  by  time 
from  expenditure  until  collection  on  the  sale.  (Arguably,  the  end-point  for 
measurement  is  to  the  time  of  sale,  with  the  costs  between  sale  point  and  col- 
lection a  responsibility  of  credit.  From  the  standpoint  of  departmental  perfor- 
mance measurement  and  goal  determination,  such  a  distinction  may  have 
merit.  But  from  the  standpoint  of  strategic  planning  it  does  not.)  Period  to  pe- 
riod, then,  the  budget  for  a  sales  inventory  will  be  concentrating  on  funding 
growth  (or  reaping  the  cash  benefit  of  shrinkage).  Therefore,  the  cash  flow 
constraint  is  measured  by  investment  in  inventory,  not  expenditure  for  in- 
ventory. 

This  somewhat  subtle  point  looms  large  in  policy  development,  for  usage 
inventories  are  tightly  aimed  at  cost  control  in  most  situations.  Carrying  costs 
of  usage  inventories  compound  the  expense  effect,  creating  a  more  than  dol- 
lar-for-doUar  impact  on  profitability.  The  exceptions  to  those  situations 
should  generally  be  where  the  inventory  items  do  not  require  a  materially 
large  tie-up  of  capital  but  do  have  a  critical  role  in  operations.  For  example,  if 
a  stockout  of  $2  drive  belts  will  shut  down  an  assembly  line,  or  even  one  ma- 
chine, drive  belt  inventory  deserves  special  treatment.  The  same  could  not 
be  said  for  paper  clips  in  the  office  supplies  inventory. 

Sales  inventories  can  be  less  constrictively  managed,  as  the  carrying  costs 
are  the  only  consequential  expense  of  having  the  inventory.  (Stockout  Cost  is 
an  expense  of  not  having!)  Write-offs  and  write-downs  for  breakage  and  ob- 
solescence are  considered  as  Carrying  Costs.  Overstocking  has  a  less  than 
dollar-for-dollar  effect.  Unfortunately,  given  the  size  of  most  sales  invento- 
ries, mistakes  will  tend  to  drive  a  company  to  insolvency  by  cash  shortage 
with  far  more  speed  than  the  same  mistake  made  with  regard  to  a  usage 
inventory. 

From  these  facts,  it  can  be  further  stated  that  item  to  item,  a  company  will 
be  inclined  to  err  on  the  side  of  overstocking  sales  inventories,  so  long  as  the 
total  investment  is  within  cash  limit  acceptability.  Conversely,  it  will  seek  to 
understock  usage  inventories  to  limit  costs.  Moreover,  when  considering  in- 
ventory support,  such  as  the  purchase  of  storage  space  of  equipment,  sales  in- 
ventories deserve  priority.  Last,  when  a  company  is  looking  for  ways  to  cut 
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costs  and  consene  funds,  it  should  first  look  at  usage  inventories.  A  surpris- 
ing number  of  companies  do  not  even  consider  the  control  of  such  inventories 
until  a  crisis  surfaces. 

Physical  Storage 

While  facilities  management  and  manpower  assignments  are  generally  not 
within  the  purview  of  fmancial  olFicers,  an  e\c  should  be  kept  on  physiciil 
constraints  whenever  inventory  problems  arise.  Overcrowding,  underutiliza-' 
tion,  shortages  of  resources  mas'  play  a  role,  even  a  leading  one  in  keeping  in- 
ventory levels  high.  A  frcciuently  encountered  example  is  that  of  decentral- 
ized inventories  ser\ing  remote  sites  with  the  same  items.  A  centralized 
inventon'  will  always  mean  a  lower  aggregate  inventor> .  Where  analysis  is 
needed  is  in  the  costs  of  providing  better  distribution  to  eliminate  the  dupli- 
cation. In  such  circumstances,  the  savings  will  extend  not  only  to  the  inven- 
tory' level,  but  to  the  storage  facilities  and  perhaps  labor  and  handling  e(iuip- 
ment  as  well.  Accomplishing  such  centralization  will  usually  re(juire  a 
thorough  understanding  of  the  operati..nai  cuds  of  the  alfectcd  portion  of  the 
business,  but  the  rewards  can  be  mighty.  A  ire(|uent  tallont  bencHt  is  belter 
information  on  inventory  levels  and  conditions,  which  facilitates  distribution 
accurac) . 

Demand  Potential 

At  last  we  reach  the  desired  dctcrmmant,  recognizing  that  the  greater  the  de- 
mand for  a  particular  product,  the  greater  the  inventory  will  tend  to  be.  In- 
ventor>'  control  is  c-oncerned  with  satisfying  that  demand  through  inventory 
by  reference  to  three  essentials; 

1.  Reorder  rointa.    Dcteruunation  ol  when  to  stock 

2.  Order  Quantities.    Determuialion  of  how  mukIi  to  .M  to  stock 

3.  Stocking  Limits.    Maxima  and  minima  lor  the  items 


HKOUDKK  POINTS 

-n,e  typical  maliu-matual  model  for  n-oi.l.i  pon.t  for  a  single  ilcm  looks  like 


■I 
this: 


Heorder  I'oinl  =  (Usage/DayMUeceipt  Time) 


Veri)ally.  the  reord.-r  point  for  any  om-  item  e.iu  ils  the  dailv  usage  lor  the 
number  of  days  betwe«-n  tlu-  lime  tlic  order  is  placed  and  received.  Most  sys- 
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tems  will  adjust  this  model  by  adding  "safety  stock"  to  allow  for  variance  in 
the  rate  of  usage  or  reorder  time,  so  the  formula  becomes: 

Reorder  Point  =  (Usage/Day)  (Receipt  Time)  +  Safety  Stock 

This  system  is  in  general  use,  but  it  frequently  breaks  down  because  one  of 
the  variables  is  not  correctly  estimated.  Interestingly,  most  inventory  manag- 
ers will  define  a  breakdown  as  a  stockout.  That,  however,  is  only  one  form  of 
breakdown,  and,  in  the  aggregate,  not  always  the  most  serious  one.  Over- 
stocking, tying  up  too  much  cash  and  increasing  carrying  costs,  is  often  a  less 
visible  problem,  until  the  total  inventory  has  ballooned  to  an  imacceptable 
level,  which  itself  is  generally  defined  as  the  point  where  cash  has  rim  short, 
because  inventory  is  too  high.  If  half  of  inventory  items  are  overstocked  by  a 
factor  of  2  to  1,  the  total  inventory  reported  to  management  will  be  right  on 
target,  if  the  other  half  of  inventory  is  stocked  out!  Such  a  fallacy  again  high- 
lights the  concept  of  segmented  inventory  reporting  and  control. 

Returning  to  our  reorder  point  formula,  the  inventory  variables  tend  to  fail 
because  they  are  not  adjusted  with  sufficient  frequency.  As  sales  programs 
shift,  as  prices  change,  as  technology  shapes  demand,  usage  will  vary.  Sea- 
son, the  financial  condition  of  suppliers,  equipment  wear  and  replacement 
can  all  affect  the  components  of  the  formula.  Judgments  and  perceptions  of 
adequate  safety  stock  size  will  be  colored  by  circumstances  and  temporal 
pressures. 

Ideally,  the  demand  will  be  well  forecasted.  In  the  cases  of  in-house  de- 
mand, very  good  forecasting  can  frequently  be  achieved.  However,  even 
plans  of  that  sort  can  and  do  change.  When  forecasts  contain  too  much  uncer- 
tainty, or  when  a  method  for  confirming  forecasts  is  desired,  the  best  way  to 
construct  the  system  is  to  make  it  self-adjusting: 

1.  Usage  is  determined  in  the  formula  by  taking  a  moving  average  over 
some  time  period.  Each  time  an  order  is  entered  (or  each  day)  the  average  is 
recomputed. 

2.  Reorder  time  is  best  determined  by  a  daily  appraisal  of  delivery  status 
time,  based  on  contact  with  suppliers  and  carriers.  The  cost  of  daily  commu- 
nication may,  however,  be  too  high.  Alternatively  then,  a  moving  average  of 
delivery  times  may  be  used,  or  the  last  delivery  time  may  be  included  in  the 
formula.  Upon  each  delivery,  the  new  reorder  time  standard  is  input  into  the 
formula.  Intelligent  monitoring  of  the  system  is  required,  however,  to  be 
sure  that  an  inappropriate  time,  such  as  the  receipt  of  an  item  after  unusual 
delay,  does  not  become  the  standard. 

Presenting  a  mathematical  example,  assume  that  daily  contact  for  delivery 
time  is  maintained  and  that  the  appropriate  time  interval  for  calculating  the 
moving  average  is  10  days.  These  figures  are  available  for  the  last  20  days,  in- 
cluding the  resulting  calculations  and  formula  output: 
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DAY 


DAILY 
USAGE 


1 

40 

2 

51 

3 

60 

4 

38 

5 

36 

6 

53 

7 

46 

8 

49 

9 

62 

10 

30 

11 

40 

12 

38 

13 

41 

14 

41 

15 

54 

16 

60 

17 

55 

18 

38 

19 

29 

20 

41 

MOVING  AVERAGE 
ORDER  10  OF 
DAILY  USAGE 


SAFETY  STOCK 
AT  2.58  X 
STANDARD 
DEVIATION 


46.5 

28 

46.5 

28 

45.2 

28 

43.3 

24 

43.6 

24 

45.4 

24 

46.1 

26 

47.0 

28 

45.9 

29 

42.6 

28 

43.7 

25 

DELIVERY  TIME 
IN  DAYS 


9 

10 
9 
9 
9 
9 
8 
8 
8 
8 
7 


REORDER 
POINT 


447 
493 
435 
414 
417 
433 
395 
404 
397 
368 
331 


1.  Sell-Kxplanatory 

2.  Scll-Kxplanatory 

3.  Siiin  of  last  10  usage  figures  Irom  Column  2  (uK-lusiviO  cli\  idi-il  hv  10. 

4.  Safely  Stoek  using  predeterininecl  multiplier  on  standard  dt-viatiou  o» 
last  10  usage  fig\ires.  (Hounded  up  to  next  integer.)  (See  Chapter  (i  for 
Safety  St(K-k  calculation  using  Standard  Deviation  mnlliplier.) 

5.  Derived  from  daily  eontaet  as  separate  input  figure. 

6.  Column  3  times  Column  5,  plus  Column  4,  i.e.,  ((C3)  {C5))  +  C4. 
Also  rounded  up  to  next  integer. 


One  interesting  point  liliutialed  l>y  tins  .x-unpie  is  tlie  potentialK  ilramatie 
effect  a  reduction  in  delivery  lime  can  have  on  inventor)'  targets.  Hedueing 
delivery  time  and  relniiug  elTeetive  delivery  eoordination  is  one  oi  the  best 
(and  oft«-n  less  «'xpensive)  solutions  to  the  mv.ntory  pu/./le.  wiiieh  will  vi.ld  a 
savings  in  investment  in  inventors 

Note  also,  thouuh  w«-  said  in  Chapl.i  (.  ih.il  its  not  a  i;<.od  id<a  to  .idinst 
Sal.-ty  Stoek  with  "every  Mil)  and  hl.xip"  in  llu-  ligures.  we  were  reierruig  to 
the  standard  deviaticm  multipli.-r  rather  than  the  Sah-ty  Stink  and  Heorder 
Point  IriKK'Ts  calculated  lu-re  The  whoU-  idea  of  a  dynamie  system  as  previ- 
ously shown  is  to  he  ahle  to  mimilor  demand  and  r«-s|)ond  (juickly  to  it  Im- 
plicit in  tlwse  eahulati.ms  (through  use  of  Kiruient  Stockout  Hisk)  is  the  eon- 
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cept  that  the  cost  of  a  stockout  has  already  been  determined  as  unacceptable 
based  on  this  moving  average  demand  pattern. 

TIME  PERIOD 

Throughout  the  preceding  discussion  of  reorder  points  "some  period  of  time" 
was  used  as  a  benchmark  for  calculating  the  averages.  Intuitively,  the  wrong 
period  of  time  will  yield  incorrect  results.  If  it  is  too  short  a  period  of  time, 
the  system  is  making  decisions  on  an  incomplete  data  base.  If  it  is  too  long  a 
period  of  time,  the  system  becomes  unresponsive,  being  mired  in  obsolete 
information. 

Several  possibilities  for  choice  of  time  period  include: 

1.  Inventory  Turnover  Period.  Calculated  as  (Sales/ Average  Inventory) 
(365).  The  logic  behind  using  this  period  is  that  it  represents  a  complete  in- 
ventory cycle.  "Average  Inventory"  is  generally  the  month-end  figures 
summed  and  divided  by  twelve  for  the  latest  twelve  months.  If  overall  inven- 
tories tend  to  remain  fairly  constant,  the  latest  inventory  figure  can  be  used. 
The  disadvantage  with  this  benchmark  is  that  it  may  perpetuate  a  less  than 
optional  situation.  One  way  to  possibly  avoid  that  pitfall  is  to  use  budgeted  in- 
ventory rather  than  actual  inventory  in  calculating  turnover.  Forecasted  sales 
may  also  be  used,  but  if  sales  diverge  widely  from  the  forecast,  there  is  the 
risk  of  the  entire  system  being  severely  compromised. 

2.  Average  Receivables  Age.  Defined  in  an  earlier  chapter  as  (Sales/ 
Receivables)  (365).  The  logic  here  is  that  it  represents  a  selling  cycle. 

3.  Manufacturing  Cycle.  The  time  for  a  production  run  on  a  particular 
product.  To  be  useful,  this  interval  will  generally  apply  to  a  raw  material  in- 
ventory item  which  is  a  component  of  a  relatively  complex  finished  product. 

4.  Selling  Cycle.  The  time  on  which  a  sales  force  is  expected  to  cover  its 
entire  territory,  the  theory  being  that  all  customers'  orders  will  be  repre- 
sented in  the  calculations,  thereby  giving  an  accurate  picture  of  overall 
demand. 

5.  Sales  Program  Cycle.  The  time  in  which  a  sales  program  (e.g.,  an  ad- 
vertising campaign,  sales  special,  etc.)  will  run,  assuming  that  such  programs 
are  regularly  timed  and  tend  to  have  relatively  predictable  results  and  are  a 
major  determinant  of  sales. 

6.  Experience  Tested  Cycle.  From  historical  data,  the  interval  that  tends 
to  give  the  best  prediction  of  future  demand  (all  viewed  with  hindsight)  as  de- 
termined by  trial  and  error. 

Keep  This  in  Mind.  It  is  not  necessary  that  all  inventory  items  be  measured  on 
the  same  time  period  or  even  using  the  same  method  for  determining  the  time 
period. 
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Seasonal  and  cyclical  adjustments  can  he  made  by  changing  the  safety  stock 
calculations  in  anticipation  of  seasons  and  cycles. 


ECONOMIC  ORDER  QUANTITY 

Now  that  we  know  when  to  reorder,  the  next  (jnestion  is  'How  much  do  we 
reorder  at  one  time?"  The  typical  Kconomic  Order  Quantity  (KOQ)  formula 
is  well-known  to  most  business-school  stiidents  and  looks  like  this: 


EOQ   =     /((2)  (D)  (E))/((P)  (Cc)) 

where:     D     =    Demand,  in  units,  for  an  entire  period  (usually  a  year), 

of"  which  this  order  will  satisfy  a  part 
E     =    Expenses  generated  by  each  order's  placement  (such  as 

persoiuiel  time  for  placing  the  order,  receiving  cx>sts, 

accounting,  etc.) 
P      =    Price  per  unit 
Cc    =    Carrying  Costs  Percentage  (Sei' Ciiaiitcr  (i.) 

The  formula  balances  the  two  costs  which  purchasing  and  ownership 
separately  generate.  Carrying  Costs  (for  ownership);  Ordering  Costs  (for 
purchasing). 

The  larger  the  inventory  retained,  the  greater  the  carrying  costs  udthough 
economies  of  scale  can  liuut  tin-  rale  of  cost  increase  relative  to  inventory 
level  increases).  The  smaller  the  inventory  (given  a  constant  demand),  the 
more  fre<iuentlv  orders  for  replenishnirnt  uu.st  be  plac.l.  and  the  higher  the 
aggregate  ordering  costs  the  company  will  expi-rience.  The  I'.conomic  Order 
guantitv  mathematically  deternnnes  the  order  si/.e  yielding  the  lowest  total 
combir.ed  carrying  and  ordering  costs,  given  a  iiarticular  rate  of  demand  for 
withdrawals  from  inventory.  As  changes  in  demand  are  discerned,  this  for- 
mula n.ay  guide  rest(K-king  activities  to  met  the  d.-maiul  cost-eflectiv<lv 

The  KOO  formula  is  derived  ihrouuh  an  uuiilleK  luv  ((lu.ition,  which 
makes  assumpticms  about  relatively  stable  d.-uiuui  nui  exiuus,.  l.vels.  By 
r<-iining  (h-mand  calculations  and  .-xpi-ns*-  .-stimates,  r.( )0  (an  b.-  made  more 
precise.  Use  of  ctm.pnters  for  KOO,  Safety  Stock  and  Iteorder  Pomts  makes 
uiMlating  a  relatively  easy  task,  even  f...  ..n  i,,x.nl...v  compos.d  of  a  large 
number  of  different  items 

An  example  shows  coiiipul.tlions: 

Sample.  Inc.  k«-eps  its  mv«-ntory  of  witlgets  for  resale.  Demantl  is  forecast 
as  12.(KK)  units  annually.  Carrying  Costs  p«-rcentage  is  30%.   Th.-  puichas.- 
price  IS  $1(.(H)  per  unit    Onle.  <  ,.sls  an- caU  uial.-d  al  .1i|S(K)pei  order  cyde. 
Whats  the  EOg? 
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EOQ  =  J  ((2)  (D)  (E))  /  ((P)  (Cc)) 

=  )((2)  (12,000)  (18.00))  /  ((16.00)  (30%)) 

=  J  432,000/4.80 

=  J  90,000 

=  300  units  per  order 

Economic  Lot  Size  for  manufactured  items  is  determined  in  the  same  man- 
ner, except  Manufacturing  Run  Costs  are  substituted  for  Ordering  Costs  (E) 
in  the  formula.  Manufacturing  Run  Costs  are  NOT  the  costs  of  raw  materials 
or  labor  in  manufacturing,  but  rather  are  comprised  of  overhead-type  ex- 
penses, such  as  setup  of  manufacturing  line  and  other  costs  which  may  vary 
with  the  decision  to  run  the  assembly  line. 

VOLUME  DISCOUNTS  AND  ORDER  QUANTITY 

One  of  the  most  important  and  useful  variations  on  EOQ  examines  the 
changes  that  should  be  made  to  consider  quantity  discounts  achievable 
through  purchasing  larger  quantities  (or  in  the  manufactured  environment, 
economies  of  scale  from  bigger  production  runs).  In  operation,  EOQ  is  com- 
puted for  each  price  of  the  discount  schedule  and  compared  to  the  next  quan- 
tity necessary  to  earn  the  discount  beyond.  Where  there  is  more  than  one 
EOQ  able  to  earn  a  discount  (a  surprising,  but  not  unheard  of  phenomenon), 
the  best  EOQ  is  equal  to  the  minimum  number  which: 

1.  Qualifies  for  the  discount;  and 

2.  Produces  the  lowest  total  cost  made  up  of  extra  Carrying  Costs  (from  a 
larger  than  ideal  (if  there  were  no  discount)  EOQ)  less  the  savings  de- 
rived from  the  discount  in  the  purchase  itself 

Illustrating  the  preceding  and  somewhat  complex  prose,  let's  take  the  basic 
EOQ  example  above,  but  also  assume  the  manufacturer's  price  list  (our  cost) 
reads  this  way: 


Order  Size: 

Price  Per  Unit: 

Under  400  Units 

$16.00 

400  to  499  Units 

$15.00 

500  or  more  Units 

$14.00 

What  we're  after  is  the  lowest  total  cost  over  the  course  of  the  year  for  the 
three  factors:  Carrying  Costs,  Ordering  Costs,  and  Unit  Purchase  Costs.  We 
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can  set  up  a  Cost  Matrix  to  evaluate  the  aggregate  Costs  (Ca)  for  the  logical 
purchasing  quantity  alternatives; 

Order  Size  (Q)  300  400                        5(X) 

Purchase  Cost/Unit  (P)  $16.00  $15.00  $14.00 

Annual  Demand  (D)  12.(KK)  12.(K)0                   12,000 

Total  12,000  Units  (Cp)  $192,(KX)  $180,000  $168,000 

Carrying  Cost  %  (Cc%)  30%  30%                      30% 

Yearly  Carrv  Cost: 

Cc  =  (Q/2)  (P)  (Cc%)  $720  $900  $1050 

Order  Cost  Per  Order  $18.00  $18.00  $18.00 

Y'early  Order  Cost: 

Cr  =  (D/Q)  (E)  $720  $540  $432 

Aggregate  Costs 

Ca  =  Cp  +  Cc  +  Cr  $193,440  $181,440  $169,482 

The  lowest  Ca  is  found  in  this  case  at  the  maximum  discount  of  5(X)  units  or 
more  per  order.  Because  of  the  large  demand  being  examined,  the  savings 
from  the  discount  is  substantially  greater  than  EOQ  without  the  discoimt  cal- 
culation would  indicate.  The  importance  of  this  variation  on  the  KOQ  theme 
cannot  be  overstated. 

CARLOAD  ORDER  QUANTITY  (COQ) 

Another  tough  problem  is  encountered  when  an  item  needs  to  be  reordered, 
but  it  is  uneconomical  to  order  it  alone,  because  it's  below  a  minimum  or  be- 
cause its  not  profitable  to  order  less  than  some  lot  size,  such  as  a  carload.  Or- 
ders of  products  from  vendors  in  carload-type  lots  are  often  the  most  econom- 
ical (because  of  freight  or  similar  ortlcr  charges),  but  it  is  often  dimcult  to  fill 
the  purchase  ord<T  satisfactorily,  as  some  components  are  used  up  more 
(juickly  than  others.  Bviyers  may  find  themselves  in  the  unpleasant  j^osition  of 
needing  to  order  a  whole  carload  to  replenish  one  or  two  critical  it.-ms.  The 
only  alternatives  are  to  risk  SlcK-kout  or  pay  the  penalties  for  a  lot  which  is  less 
than  a  carload. 

1  lere's  a  solution  for  planning  orders  in  light  of  the  relative  demands  for  the 
item  components  Happily,  it  can  be  used  to  meet  any  kind  i)f  minin\um  or- 
di-r  re(|\ur<-m(iil    (luantity,  wciglit,  inonct.uy,  etc.: 
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where:     Kn  —  Quantity  in  units  of  carload  measure  (e.g.,  pounds)  to  be 

ordered  for  inventory  item  n  which  is  a  component  of  the 

carload. 
Fc   =  Total  carload  order  of  all  the  components  expressed  in  units 

of  carload  measure  (e.g.,  35,000  pounds). 
Fn   =  Carload  units  (e.g.,  pounds)  per  inventory  item  packaging 

unit  (e.g.,  bag  of  inventory  item  n)  for  the  inventory  in  the 

carload  (e.g.,  50  pounds  per  bag). 
U„  =   Usage  per  day  out  of  inventory  for  item  n,  expressed  in 

package  units  (e.g.,  20  bags  of  n  per  day). 

Once  we  know  a  carload  (or  other  fixed-size  minimum)  order  is  desired,  the 
goal  of  the  purchaser  is  to  adjust  the  components  within  the  order  to  produce 
simultaneous  depletion  from  stock.  In  other  words,  given  the  varying  usage 
rates  among  the  different  inventory  items,  the  goal  is  to  buy  in  correspond- 
ingly varying  quantities,  so  all  stocks  will  run  down  to  their  reorder  points  at 
the  same  time.  Then  the  next  carload  order  will  be  a  "natural, "  as  all  the  com- 
ponent inventory  items  will  simultaneously  hit  their  reorder  points  to  make 
up  the  next  carload. 

This  rather  complex  process  involves  six  discreet  steps,  all  telescoped  into 
the  formula.  Calculations  are  made  for  each  inventory  item  (n)  to  arrive  at  the 
specific  order  size  for  each  of  the  items,  which  aggregate  (in  units  of  carload 
measure)  to  the  minimum  order  size.  Those  six  steps  are; 

1.  Determine  the  usage  rate  for  each  inventory  item,  and  express  it  as  de- 
pletion per  day  of  so  many  package  units  (Un). 

2.  Translate  the  usage  rate  into  carload  units  (e.g.,  pounds)  by  multiplying 
the  usage  rate  by  the  translation  rate  (Fn)  for  each  product. 

3.  Calculate  total  carload  usage  per  day  for  all  inventory  items  in  the  car- 
load. (The  summation  expression  in  the  formula.) 

4.  Calculate  the  number  of  days  usage  in  the  whole  carload  by  dividing  the 
total  number  of  carload  units  (Fc)  by  the  summation  expression. 

5.  Multiply  the  number  of  days  usage  for  the  whole  carload  by  the  usage 
per  day  for  the  single  product  under  consideration,  to  get  the  number  of  car- 
load units  of  measure  of  that  product  to  be  included  in  the  order.  (Un  times 
the  first  fraction.) 

6.  Divide  total  carload  units  to  be  ordered  by  the  units  per  package  to  get 
the  number  of  packages  of  n  in  the  order.  (Divisor  is  Fn.) 

An  example  clarifies: 

Sample,  Inc.  distributes  three  kinds  of  bagged  cement:  Portland,  Water- 
proof and  Decorative. 
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Sales  in  Bags 
Weight  Per  Bag  (60  days)  Bags  Used  Per  Day 


Portland  (P) 

50 

1,200 

20 

Waterproof  (W) 

40 

1,500 

25 

Decorative  (D) 

30 

3,000 

50 

What's  the  carload  order  hreakdowni? 
For  each  of  the  three  inventory  items: 


K.,   = 


1    ((FJiUJ) 


For  Portland  Cement 
KP  = 


/ 35.0(X) \  /20 

(^((50)  (20))  +  ((40)  (25))  +  ((30)  (50nj  (^  1 


35,000^20) 


3,500 
=  (10)  (20)  =  2(K)  hags  of  Portland  C;emenl 

At  this  point,  we've  calcnlated  the  vahu-  for  the  fust  fraction  (nnmher  of 
days  the  carload  will  last  once  delivered  into  stock)  as  10.  We  can  use  it  as  a 
constant  for  the  remaining  items.  For  Waterproof  Cement. 

KW  =  (10)  (25/1)  =  250  hags  of  Waterproof  Cement 

For  Decorative  (>emenl: 

KD  =  (10)  (50/1)  =  5(K)  hags  of  Decorative  Cement 

Is  that  right?  Let's  check: 

Carload  =   P  +  W  +   D 

.■J.5.(XK)     =  ((2(X))  (50))  +  ((250)  (40))  +  ((500)  (30)) 

,3,5,(XK)     =  a5.(XX) 

It  mav  he  ai)par<-nl  Irom  the  example.  lh(  les  no  ne.d  f.n  F„  if  <  .uh  inven- 
tory unit  is  sclf-ctmtuined,  for  F,.  is  a  divis.)r  of  1.  U  hecnius  important 
wher.-  the  comi^mv  huys  in  one  packaging  unit,  hut  sells  m  another.  For  .-x- 
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ample,  a  grocer  may  buy  beer  by  the  case,  but  sell  by  the  six-pack  or  bottle.  If 
the  standard  case  contains  24  bottles,  in  sales  by  the  six-pack,  F„  will  have  a 
value  of  24/6  =  4;  sales  by  the  bottle  give  Fn  the  value  of  24/1  =  24. 

Now,  the  astute  reader  will  ask  "Won  t  those  carload  (}uantities  throw  the 
inventory  levels  out  of  kilter,  especially  for  items  not  at  their  reorder  point 
when  the  carload  is  received?   Yes,  indeed!  So,  on  to  the  refinement.  .  .  . 

INVENTORY  ADJUSTED  COQ 

All  we  need  to  do  is  make  some  minor  changes  in  the  formula; 

X    ((E„)(FJ) 
K„  =  ((Z)  (UJ  (F,,))  -  ((EJ  (FJ)  +1     '-^ I    I  (UJ  (FJ 

X^   ((Un)(FJ), 
where:     K,„  U,„  and  Fn  are  the  same  as  before. 

Z      =  The  fraction  from  the  Carload  formula  Fe  /    X    ((FJ  (UJ) 

i    =    1 

En   =  Number  of  units  above  the  Safety  Stock  expected  to  be  in 
stock  at  the  time  of  delivery  of  the  carload. 

Despite  the  complicated  appearance  of  the  mathematics,  all  this  formula 
does  is  take  the  COQ  formula  and  subtract  for  each  item  the  inventory  on 
hand,  so  all  of  the  items  will  be  adjusted  to  a  common  number  of  days  of  stock 
on  hand  after  the  delivery.  The  goal  remains  the  same:  Have  all  the  items  hit 
their  reorder  points  (despite  varying  usage  rates)  at  the  same  time  to  produce 
a  "natural"  order  for  the  next  carload. 

To  see  how  it  works,  we  restate  the  data  from  the  COQ  example: 

Safety  Use  Excess 

Type         lbs/Bag         Use/day         On-Hand         Stock         Pending  Bags 


p 

50 

20 

200 

60 

80 

60 

w 

40 

25 

80 

75 

100 

-95 

D 

30 

50 

415 

150 

200 

65 

"Use  Pending"  refers  to  usage  expected  between  the  time  of  order  and  time 
of  delivery.  Sample  faces  a  four-day  period,  so  figures  in  the  Use  Pending  col- 
umn equal  four  times  daily  usage. 
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Note,  too,  that  there's  a  deficit  in  \\aterprm)f  Cement,  as  demand  exceeds 
stock  on  hand.  The  shortage  of  20  bags  will  be  backordered.  The  Safety  StcK'k 
will  be  entirely  depleted  and  will  need  reconstituting. 

With  this  profile,  how  much  should  be  ordered  for  each  of  the  three?  Re- 
member, we've  already  calculated  the  Z  constant  at  10. 

First,  Portland  Cement: 


X       ((En)(F„)) 

K,.  =  ((Z)  (Up)  (Fp))  -  ((Ep)  (Fp))  +1     '-^ I  I  (^-'r)  i^^r) 

1    ((U„)(FJ) 


,     /(60)(50)  +  (-95)  (40)  +  (65)(30)\    / 
Kp  =  (10)(20)(50)  -  (60)(50)  ^L)  (50)  .  (25)  (40)  +  (50)  (30))    T  ^^) 


=  10,000  -  3.0(X)  +(-^^1         (1,000) 
\3,500/ 

=  7,(XK)  +  (.3286)  (10(X)) 

=  7,000  +  329  =  7,329  pounds 

To  ccmvert  to  bags  of  Portland: 

KP  =  7,329/50  =   147  bags  (Hounded  to  whole  bags.) 

Once  again,  we've  calculated  a  constant;  the  large  nitc-rior  fraction,  eiiu-il  to 

.3286. 

Proceeding  to  Waterproof  ("ement: 

Kw  =  (10)  (2.5)  (40)  -  (-95)  (40)  +  (.3286)  ((25)  (40)) 
=   10. (HK)  -  (-3800)  +  329 
=   14.129  i^ounds 
=    14, 129/40   =   .3.53  bags  of  W.il(iproof( 'ement 

And  li)i    l)(((Mativc  (  :<in<iil 

K„  =  (10)  (50)  (30)  -  (a5)  (30)  +  (.3286)  ((50)  (30)) 
=    15. (KM)    -     19.50    ♦    493 
=    13,543  poiuuls 
-    I3..'>4.3/30   =   451   l..ij;s  ol   Decorative  C«in<iil 
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Did  it  work? 


Carload  =  Portland  +  Waterproof  +  Decorative 
35,000  =  (147)  (50)  +  (353)  (40)  +  (451)  (30) 
35,000  =       7350      +     14,120     +      13530 
35,000  =  35,000 

.  .  .  Proofed! 

One  tip.  If  the  deficits  in  one  product  are  great  enough,  it  can  "blow"  the  whole 
formula  by  requiring  a  carload  order  of  that  product  alone,  or  even  more  than 
the  carload  amount,  the  solution,  of  course,  is  to  order  more  than  the  carload 
miniinum  to  bring  balances  into  line. 


BUILDING  THE  INVENTORY  BUDGET 

Having  determined  a  demand-dictated  reorder  point  inventory  level  for  each 
item,  it  is  easy  to  determine  the  minimum  expectable  investment  in  inven- 
tory, absent  error  in  the  system.  That  point  will  be  the  aggregate  of  the  safety 
stocks,  on  the  theory  that  if  all  the  inventory  items  hit  their  reorder  point  in 
just  such  a  way  as  to  schedule  simultaneous  receipt  for  all  of  them,  at  pre- 
cisely the  right  time,  then  immediately  before  that  simultaneous  receipt,  all 
the  items  would  be  drawn  down  to  their  safety  stocks. 

Taking  an  even  more  scientific  approach,  one  could  refine  the  minimum  in- 
vestment by  allowing  a  margin  for  error  (e.g.,  2%)  and  testing  against  some 
theoretical  confidence  level  (e.g.,  95%).  In  point  of  fact,  few  inventories  com- 
prised of  any  significant  number  of  items  will  ever  reach  the  minimum  ex- 
pectable level,  as  all  of  them  are  not  going  to  be  drawn  against  to  the  point  of 
precision  that  yields  only  safety  stocks  on  hand.  Still,  the  minimum  provides 
a  critical  starting  point  for  building  the  budget. 

Its  corollary,  the  maximum  expectable  investment  in  inventory,  is  not  hard 
to  find  either.  Switching  gears  once  again  to  an  individual  item,  its  maximum 
stock  will  be  reached  when  the  new  purchase  is  received  into  inventory,  if  or- 
ders are  standardized  and  received  in  full  (i.e.,  no  partial  deliveries  are  ac- 
cepted). If  the  overall  system  is  right  on  target,  that  receipt  will  occur  just 
when  the  safety  stock  level  is  reached.  Therefore,  the  aggregate  of  safety 
stocks  plus  reorder  quantities  will  equal  the  maximum  expected  inventory 
level. 

The  maximum  is,  like  the  minimum,  a  largely  theoretical  level  that  will  not 
be  reached.  Having  established  these  extremes,  the  actual  inventory  level, 
item  by  item,  will  fluctuate  between  these  extremes.  If  sales  rates  remain 
constant,  the  inventory  level  for  each  item  will  develop  a  kind  of  harmonic 
motion  pattern,  typically  referred  to  as  a  saw-tooth  pattern: 
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It  is  easy  to  assume  that  the  inventory  level  will  averajie  out  to  the  halfway 
point  behveen  the  extremes  for  each  item,  and  that  the  ajwrcj;ate  halfway 
point  is  a  good  figure  for  the  inventory  budget.  As  a  rough  approximation  it's 
better  than  nothing,  but  a  {\ir  more  refined  prediction  can  be  prepared  Nsith 
important  ramifications  and  applications. 

The  refined  assumption  considers  a  normal  cun  t-  for  the  entire  inventory. 
(Yes,  the  same  cxmcept  we  used  for  our  definition  of  demand.  If  demand  is 
normallv  distributed,  the  inventory  level,  which  is  a  fimction  of  such  de- 
mand, is  likely  to  be  normally  distributed,  too.)  Again,  the  area  under  the 
curve  represents  100%  probability  and  the  area  under  any  segment  of  the 
curve  represents  a  discreet  probability.  The  x-axis  is  expressed  in  "standard 
units"  running  from  -3.9  to  +.3.9  as  follows: 


Thus,  the  areas  bounded  by  the  \-axis.  the  curve  and  each  pan  ..f  like  stan- 
dard units  comprise  the  following  piob.ibililies: 


nu)M 

iO 

IU:i'HI-:SKNTS 

-1 

+  1 

(vS.2fi% 

-2 

+  2 

95.44% 

-3 

+  3 

1)9.73% 

Workmg  either  sid.-  of  llu"  curv,   these  piolMbihties  appear  as  on.-  n.oves 
away  from  the  0  point; 

Std.  Unit  -     0.0        0.^         1.0         \r.        2.0        2.5        .3.0        3.5        ,3.9 
%1'n.b      =  (MUX)    19.15    34.13    43.32    47.72    49  ;W    49.87    49.98    WKIH) 
llene.-.  fn.m  -  Ho  +  1  =  2(3-4.13)  =  (i«.26% 
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Now,  take  the  X-axis  and  superimpose  the  maximum  and  minimum  inven- 
tory amounts,  assuming  the  following  parameters: 


Minimum 

Maximum 

$$$ 

20,000 

100.000 

UNITS 

4.000 

20.000 

-.1.9  -.1.0 

$20,000 
4.000  u. 


20.000  u. 


The  inventory  manager,  building  an  inventory  budget,  is  concerned  with 
the  probability  of  the  largest  amount  of  money  that  would  be  invested  in  in- 
ventory, tying  up  the  largest  amount  of  money  and  requiring  the  greatest 
handling  and  storage  capabilities  at  any  one  time.  Say,  for  example,  that  our 
manager  in  this  case  is  satisfied  to  accept  a  10%  chance  that  the  inventory 
level  will  exceed  his  budget,  or,  in  other  words,  he  plans  maximum  budget 
requirements  at  the  90%  point  on  the  normal  curve. 

50%  of  the  90%  is  covered  on  the  left-hand  (minimum)  side  of  the  curve.  By 
moving  rightward  along  the  X-axis  from  the  0  midpoint,  40%  of  the  additional 
area  will  be  bounded  at  a  point  between  1.0  and  1.5  (see  table  above),  from 
which  we  can  interpolate: 

43.32%  -  34.13%  =  9.19% 
40.00%  -  34.13%  =  5.87 
1  +  (5.87/9.19)  (1.5  -  1.0)  =  1.32 

Therefore,  1.32  is  the  90%  probability  mark  along  the  X-axis.  The  total  dis- 
tance from  —3.9  to  -1-3.9  in  standard  units  equals  7.8,  and  from  —3.9  to 
+  1.32  equals  5.22,  or  67%  (5.22/7.8)  of  the  total  distance  from  the  minimum 
to  the  maximum: 


(67%)  ($100,000  -  $20,000)  -I-  $20,000  =  $73,600 
(67%)  (20,000  u   -  4,000  u)   +  4,000  u   =  14,720  u 

Therefore,  by  budgeting  a  dollar  investment  of  $73,600  and  budgeting 
14,720  units,  the  inventory  manager  is  90%  certain  not  to  exceed  the  budget 
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while  operating  the  inventory  system  withovit  humping  against  the  cash  or 
physical  constraints. 

Caution.  This  approach  does  not  ivorh  on  an  item  by  item  hasi.s.  hut  only  for 
the  total  inventory,  as  different  items  cycle  at  different  points.  Each  individual 
item  will  always  fluctuate  betu^en  its  maximum  and  minimum,  reaching  both. 

Is  the  budget  acceptable?  Can  the  compan>  aiTord  to  have  $73,WX)  tied  up 
in  inventory?  Can  it  store  and  handle  14,720  units  of  the  diflerent  items? 

If  not,  how  much  coverage  will  the  company's  capabilities  give.  For  exam- 
ple, if  the  company  can  safely  afford  to  tie  up  $65,000  and  14.000  u  in  inven- 
tory, we  can  work  backwards  from  the  earlier  data; 

$  6.5,000  -  $20,000        __^ 
— ■ =   5o% 

$100,000  -  $20,000 

(56%)  (7.8)  =  4.4 
4.4  -  3.9  =  0.5 

0.5  shows  19.15%  probability  on  the  chart.  Added  to  50%  (for  the  interval 
-3.9  to  0.0)  gives  coverage  of  69.15%  for  the  dollars.  Unitwise: 

14.000  u  -  4.000  u  ^  ^^ 
20,000  u  -  4,000  u 

(63%)  (7.8)  =  4.9 

4.9  -  3.9  =  1.0 

1.0  gives  34. 13%,  phis  50%  ecjuals  84. 13%. 

If  the  lower  of  these  jirobability  coverages  is  not  acceptable,  liie  company 
has  two  basic  choices; 

1.  deduce  the  inventory. 

2.  Take  the  necessary  sl(i)s  to  expand  tin-  l)\idg«t.  If  cash  is  the  problem, 
either  borrow,  or  r«<hu r  the  budget  ui  other  areas  in  order  to  pn)vidc 
funds.  Ifphysital  problems  are  the  prime  constraint,  facilities  need  to 
be  expanded. 

lUmun.  Hm  tnhniiiue  has  auxiliary  benefits  for  intermediate  and  lonn-rangr 
plamiinu.  as  i(  ,an  hinhlinht  future  capital  and  farililirs  rr</Hirrpu-nf.t— or 
.»iir|>/ij.ir.v 
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INVENTORY  ITEM  PERFORMANCE  REVIEW 

Whether  forced  by  circumstances  to  keep  a  lid  on  inventory,  or  merely  exer- 
cising prudent  control,  every  company  needs  to  have  a  regular  program  to 
maintain  funds  in  inventory  at  minimum  levels. 

Just  as  each  employee  has  a  performance  review  at  least  annually,  each  in- 
ventory item  deserves  the  same  scrutiny.  The  following  checklist  provides  a 
working  format  for  the  item  s  performance  review,  with  comparative  refer- 
ences to: 

1.  Forecast/Budget 

2.  Prior  Item  History 

3.  Other  Inventory  Items 


Item 


Review  Period's  Data 


Statistics 


Units  on  Hand 
Value  on  Hand 
Cost  Per  Unit 
Average  Cost 
Usage 

Safety  Stocks 

Stockouts 

Deterioration 

Source 

Investigation: 

Sources 

Last  Alternative 


At  month-ends  and  latest 

At  month-ends  and  latest 

Latest 

Based  on  Month-ends 

Monthly,  Yearly 

Month-ends  and  latest 
Number  and  time  length 
Yearly 


Current  evaluation 
Results 


High  and  Low  and  Avg. 

High  and  Low  and  Avg. 

Highest 

Based  on  end-points 

Highs  and  Lows  for 

Months,  weeks  and  days 
High,  Low  and  Avg. 
Frequency 
Rate  per  month  and  per 

order 


Paid  to  Source 
Paid  to  Alternate 


Ultimately,  the  review  concentrates  on  inventory  item  profitability  in 
terms  of  both  percentage  of  profit  and  total  profitability  (i.e.,  profit  per  unit 
times  total  unit  sales).  All  inventory  items  should  be  ranked  according  to 
these  two  measures.  That  ranking  will  be  used  as  an  indication  of  which  items 
can  be  cut  in  funding,  which  are  candidates  for  discontinuance  and  for  other 
related  inventory  decisions.  The  ranking  may  also  highlight  where  operating 
costs  are  being  uneconomically  expended  in  inventory  handling.  Perfor- 
mance against  prior  forecasts  and  historical  data  can  be  used  to  help  confirm 
the  rankings. 

The  sales  department  has  to  provide  a  good  deal  of  the  input  to  the  inven- 
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tor>'  review.  Their  forecasts,  evaluations  of  sales  potentials  and  explanations 
of  variances  from  earlier  forecasts  are  critical  to  making  most  of  the  suhjecti\e 
inventor>'  judgments  necessar>'  to  an  effective  program. 

Production  and  Procurement  departments'  input  are  equally  important  to 
be  sure  that  new  forecasts  and  cost  profiles  are  reliable.  Information  on  tech- 
nological developments  and  their  application,  both  substantively  and  time- 
wise,  may  have  an  overwhelming  impact  on  plaiming. 

Every  inventory  item,  at  the  time  of  review,  is  subject  to  "testing  lor  dis- 
continuance on  these  points: 

1.  Real  Cost.  Total  costs,  including  inventory  carrying  costs  may  make 
the  item  unprofitable,  either  on  a  per  unit  basis,  or  on  an  aggregate  ba- 
sis for  the  item  if  certain  item-incurred  fixed  costs  are  not  ade(iuately 
covered.  Of  course,  new  product  introductions  should  be  analyzed 
against  a  less  rigid  standard,  but  a  standard  of  m;Lximum  acceptable 
loss  still  ought  to  be  applicable. 

2.  Opportutiity  Cost.  An  item  ranking  low  in  profitability  and  re(iuiring 
a  new  or  recurring  connintnienf  of  fiuuls  may  not  deserve  continu- 
ance, if  the  funds  could  be  more  profitably  employed  elsewhere. 

3.  Risk  Cost.  Uncertainties  about  a  product  (in  terms  of  its  reaching  its 
sail's  potential,  not  exceeding  its  costs,  meeting  operating  reliability 
standards,  etc.)  make  the  risk  of  loss  outweigh  the  chances  for  reward. 
Under  those  conditions,  the  product  would  be  iliscoulinued.  Product 
liability  lawsuits  have  greatly  increased  ihe  jiotential  lor  discontinu- 
aiu-e  (or  non-introduction)  on  this  basis. 

4.  Suhstitiition  Cost.  Lower  margined  products  are  "sfealing"  sales  from 
higher  margined  ones  at  an  luiccoiiomical  rate.  Kor  example: 


Dchixe 

I'Aononu 

Widget  =  A 

Widget  =  H 

I'olal 

Price/Unit 

$1().(X) 

$8.00 

Cost/Unit 

7.50 

6.50 

(;P/Unit 

$2.50 

$i.ri() 

Sah-s— Hoi 

Ih  Sold 

KM)  u. 

KH)  u. 

2(H)  u. 

$  Profit  — 1 

;)oth 

$2.50 

.lil.^O 

$.«)0 

Sah's — A  only  Sold 

IHO  u. 

-0- 

ISO  u. 

$  Profit — A  «)nlv 

$•!->() 

-0- 

$!,->() 

$  Saving  C 

larry 

-$5() 

.SllM) 

$  50 

Total  A  Oi 

.ly 

$1(H) 

$UK) 

$500 

Thus,  while  unit  sales  are  lowir  wIkii  h  is  (  ut  out,  ti)lal  gniss  i)n)lil  is 
20%  I>igher. 
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5.  Support  Cost.  While  the  product  alone  may  be  profitable,  it  cannot 
be  sold  in  sufficient  quantity  (i.e.,  profitably)  without  also  selling  and 
stocking  other  products  that  are  not  profitable  enough,  so  that  in  the 
aggregate  the  product  group  falls  below  acceptable  profit  standards. 
Of  course,  if  only  part  of  the  supported  profitable  product's  sales  will 
be  lost  by  phasing  out  unprofitable  supporting  products,  it  would  be 
foolish  to  discontinue  the  whole  product  group.  Therefore,  each  item 
is  still  entitled  to  its  own  performance  review. 


ALTERNATIVE  INVENTORY  STRATEGIES 

Short  of  outright  discontinuance,  there  are  a  variety  of  less  drastic  measures 
that  can  be  implemented  to  keep  inventory  levels  down.  They  are  best  ap- 
plied to  those  items  that  tend  to  have  lower  inventory  performance  rankings, 
and  are  used  when  the  overall  inventory  is  nearing  or  at  a  level  exceeding 
cash  or  physical  constraints.  The  advantage  over  total  discontinuance  is  that 
these  measures  can  usually  be  temporary  and  can  be  turned  on  and  off  with 
less  strain  than  full  discontinuance  and  restart. 

1.  Cut  Safety  Stocks.  This  action  will  result  in  more  stockouts.  Accord- 
ingly, deeper  cuts  should  be  made  in  the  safety  stocks  of  lower  priority  items, 
gradually  decreasing  the  size  in  the  cuts  until  high  priority  items  are  reached, 
where  no  cuts  should  be  allowed.  If  this  tool  is  adopted,  care  need  be  taken 
that  stockouts  do  not  become  so  frequent  and  widespread  as  to  hurt  the  cor- 
porate image  or  customer  relations  on  sales  inventories,  or  hurt  employee 
morale  by  frustrating  people  from  carrying  out  their  responsibilities  on  inter- 
nal use  inventories. 

2.  Seek  Delivery  Speedup.  This  tactic  can  cut  the  reorder  point,  thereby 
allowing  items  to  get  by  with  lower  minimums.  The  costs  of  such  speedups 
(e.g.,  purchasing  and  procurement  costs,  acquisition  of  in-house  vehicles  for 
greater  delivery  control)  have  to  be  compared  against  overall  savings.  Some- 
times, closer  cooperation  with  suppliers  and  carriers  can  achieve  the  goal 
with  little  cost,  as  adherence  to  the  supplier's  or  carrier's  optimum  operating 
procedure  will  give  them  both  the  incentive  and  leeway  to  expedite. 

3.  Drop-Ship .  Rather  than  stock  distributed  items,  have  the  manufacturer 
fill  orders  by  delivering  directly  to  customers.  Be  sure  that  the  manufacturer 
and  customer  will  not  deal  directly  and  cut  you  out  of  the  picture  thereafter. 
Similarly,  where  usage  inventories  are  being  received  at  one  location  and 
then  internally  redistributed,  have  the  supplier  ship  to  each  individual  loca- 
tion. Beware  of  suppliers  who  add  extra  charges  for  multiple  shipments,  al- 
though it  may  turn  out  that  those  charges  are  more  than  offset  by  internal  re- 
distribution cost  and  by  the  savings  in  inventory  expense.  Also  be  sure  that 
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the  multiple  recipients  are  prepared  to  check  in  the  merchandise  and  vouch 
for  the  account  payable. 

4.  Sell  on  Consignment.  This  tactic  reduces  cash  investment,  hut  will  not 
solve  a  physical  constraint  problem  when  acting  as  consignee.  Similarly,  as 
consignor,  the  cash  problem  remains  unsolved,  but  the  physical  storage  prob- 
lem is  alleviated.  Beware,  when  acting  as  consignor,  of  duplicate  costs  from 
returned  items  handling.  Naturally,  credit  control  as  a  consignor  is  a  major 
concern . 

5.  Stretch  Payment  Times.  Obviously  better  payment  terms  (whether  ne- 
gotiated or  seized)  reduce  cash  tied  up  in  inventory. 

6.  Prioiitij  Purcha.sinfi..  When  cash  is  tight  or  inventory  investment  high, 
low  ranked  inventory  items  are  not  restocked  on  schedule. 

7.  Standardize  Items.  By  making  one  item  serve  several  needs,  stocks  can 
be  cut.  Engineers  and  users  should  be  encouraged  to  eliminate  overlapping 
items.  Safety  stixk  duplication  is  where  the  biggest  saving  will  be  found,  as 
the  same  demand  will  generally  reflect  itself  in  liigher  levels  of  the  standard- 
ized stocks.  Use  this  tactic  with  caution  when  dealing  with  sales  inventories. 
as  a  cutback  in  the  variety  of  customer  options  nia\  hurt  image  and  sales. 

8.  Negotiate  Blanket  Purclui.sr.s  with  Partial  Releases.  Ii>  purchasing  on  a 
blanket  order  that  allows  the  company  to  receive  partial  shipments,  that  sttK'k 
which  is  being  accepted  for  the  purpose  of  realizing  ciuantity  discounts  in  or- 
dering may  be  saved.  Additionally,  the  overall  price  and  terms  of  a  contract 
may  be  more  favorably  affected  if  the  supplier  knows  he  is  facing  a  larger  and 
more  stable  demand.  Of  course,  the  other  side  of  that  coin  is  that  the  buyer 
need  be  sure  he's  not  passing  up  better  purchasing  opportunities  in  the  fu- 
ture that  will  be  foreclo.sed  by  the  blanket  ct)ntracts. 

9.  Raise  Prices.  If  low-ranking  items  cannot  carry  their  own  weight,  they 
deserve  to  be  disc-oiitinued.  By  raising  prices,  demand  will  probably  decline. 
re(iuiring  a  lower  inventory  level.  Price  rises  may  come  in  several  forms,  in- 
chiding  extra  delivery  or  other  charges,  mininnun  pvnchases.  prepayment  re- 
(juiremenls  or  other  demands  on  customers.  While  this  is  a  decision  that  gen- 
erally belongs  to  Sales,  instigation  by  Finance  or  Inventory  C;ontrol  is  an 
appropriate  responsibility. 

KMi'iiA.siziNc;  Tin;  dkmand  connection 

One  cannot  «Mnphasi/.<-  enough  the  importance  of  demaiul  as  rellectt-d  in  ac- 
curate and  fnnely  forecast  and  r<i><n  lini;  I'he  greater  the  inatrinacies  in  sales 
forecitsliiig  aiul  reixirling,  the  greater  the  risk  of  inventory  error. 

Weekly,  il  not  daily,  review  of  d<-mand  is  (he  first  line  ol  d«>leiis«'.  As  signil- 
icant  varinntTS  are  detected,  the  invenl«)ry  manager  is  wise  to  n(()gni/<-  that 
he  controls  but  one  half  of  the  system.  The  customer  who  is  exercising  de- 
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mand  and  the  salespeople  catering  to  it,  control  the  other  half.  The  inventory 
watcher  therefore  has  the  responsibility  to  raise  possibilities  outside  the 
sphere  of  his  direct  control.  Thus,  if  inventory  is  out  of  whack,  it  may  be  that 
the  best  way  to  bring  it  back  in  line  is  to  affect  demand. 

When  a  salable  inventory  is  having  a  hard  time  keeping  up  with  demand, 
the  company  may  be  receiving  a  signal  that  price  changes  are  in  order. 
Slumping  sales  and  overstocked  inventory  may  indicate  that  prices  are  due 
for  a  cut  (perhaps  with  a  "sale,"  "rebate,"  "special"  or  other  temporary  reduc- 
tion). Any  such  price  change  assumes  a  certain  elasticity  in  demand,  the  de- 
termination of  which  is  up  to  sales. 

Avoid  this  mistake.  Refusal  to  support  a  price  reduction  because  a  loss  will  be 
incurred  on  a  slow-moving  item  ignores  the  doctrine  of  sunk  costs.  What's  spent 
cannot  be  undone.  The  appropriate  course  is  to  maximize  the  future,  even  if  it 
means  that  an  accounting  loss  is  realized  over  the  entire  life  of  the  item. 

Once  an  item  becomes  troublesome,  the  goal  should  be  to  convert  it  back 
into  cash.  That,  in  a  nutshell,  is  the  crux  of  inventory  management.  One 
seeks  to  manage  the  asset  from  its  birth  out  of  cash  to  its  transition  back  into 
more  cash  with  a  minimum  of  cost  and  time.  Hence,  inventory  precision  and 
even  the  minimization  of  inventory  size  are  not  the  real  goals  of  inventory 
managers.  The  supreme  goal  is  demand  support  at  least  cost.  The  manager 
who  reaches  that  goal  is  the  winner.  The  summary  of  steps  for  the  winner  to 
take  reveals: 

1.  He  watches  demand  trends. 

2.  He  exchanges  information  on  a  regular  basis  with  sales  and  user  per- 
sonnel. 

3.  He  manages  his  inventory  relative  to  demand. 

4.  He  keeps  the  policies  flexible,  but  not  marshmallowy. 

5.  He  keeps  excellent  records  and  keeps  them  up  to  date. 

6.  He  uses  these  records  to  test  both  inventory  and  sales  data  and  as- 
sumptions. 

7.  He  is  not  consumed  by  his  mistakes. 


Chapter  Eight 


INSURANCE:  ESSENTIAL  PROFIT 
CONSERVATION  TECHNIQUES 


Insurance  management  has  three  goals  relative  to  corporate  financial  man- 
agement. First,  insurance  coverage  must  protect  the  company  against  a  sud- 
den catastrophic  drain  on  hmds  resulting  from  a  great  casualty  or  liahility. 
Second,  insurance  coverage  should  also  economically  protect  against  non- 
catastrophic  loss  that  will  crimp  operations  and  decrease  profits.  Third,  insur- 
ance management  seeks  to  prompt  a  safer,  more  efficient  operation  that  will 
be  less  prone  to  losses. 

In  considering  this  topic,  recognize  that  insurance  is  not  a  profit  producing 
activity;  it  is  a  profit  conservation  activity.  Like  most  investment  activity, 
varying  the  investment  in  insurance  will  vary  the  company's  risk.  As  risk 
deals  with  uncertainty,  the  judgment  of  management  as  to  the  kinds  and  lev- 
els of  uncertainty  the  company  may  safely  accept  will  determine  the  "proper" 
amount  of  insurance  coverage  and  expenditure.  With  hindsight,  it  is  always 
possible  to  know  precisely  what  insurance  decisions  would  have  been  best. 
With  foresight,  no  one  can  be  sure.  This  chapter  will  relate  the  goals  of  insur- 
ance to  operations,  to  funds  flows  and  to  profits,  so  that  management  may 
make  its  decisions  about  the  insurance  "comfort  level"  with  confidence  and 
without  excessive  cost. 

WHAT  INSURANCE  COVERAGE? 

As  different  risks  surface,  the  company  has  to  evaluate  the  threat  each  risk 
presents.  Relative  to  that  risk,  the  company  must  also  evaluate  the  costs  to 
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avoid  part  or  all  of  that  risk.  Such  costs  may  include  not  onl>  the  insurance 
premium,  but  other  risk  aversion  options  which  will  be  detailed  later. 

A  logical  se<iuence  for  evaluating  these  risks  and  costs  is  represented  by  a 
flow  chart  which  follows  on  page  155. 

Using  the  step  numbers,  well  pace  through  a  gcxxl  portion  of  this  chapter, 
concentrating  on  ways  to  cut  insurance  costs  by  applying  the  chart  as  the 
outline  for  a  c-omprehensive  review/planning  program. 


Step  1  —  Risk  Identification 

There  are  really  three  reciprocal  approaches  to  risk  identification.  First, 
given  risks  that  have  previously  been  identified,  we  ask  "Are  they  still  a 
threat?"  An  easy  example  is  the  risk  of  fire  to  a  building  which  was  owned  by 
the  company.  If  still  owned,  the  risk  is  reidentified  as  demanding  acceptabil- 
ity or  control.  If  the  building  has  been  disposed  of  the  risk  has  obviously 
terminated.  Setxmd,  we  ask  "What  risks  exist  that  have  been  previously 
dismissed  as  not  threatening,  but  may  now  deserve  more  attention?"  For  in- 
stance, as  facilities  grow  older  they  may  become  more  accident  prone,  so  that 
the  level  of  a  particular  risk  demands  a  greater  tolerance  for  acxeptabilit>  or 
an  initiative  of  control.  Third,  "What  new  risks  have  been  discxnered:-"  New 
employee  tasks  may  mean  a  different  level  of  risk  to  worker  safety. 

While  conceptually  easy,  risk  identification  takes  on  potentially  staggering 
practical  dimensions.  Kvery  operation  down  to  the  most  minute  detail  can  l>e 
fraught  with  risk  if  the  reviewer  uses  his  imagination.  For  example,  in  the  re- 
view of  a  purcha.se  of  land  for  a  new  plant  site,  one  might  ask  "What  is  the  risk 
that  a  form  of  dinosaur  is  actually  hibernating  just  beneath  the  ground  and 
may  be  awakened  if  construction  begins?"  Asking  (juestions  of  that  sort  is 
clearly  a  waste  of  time  and  energv.  Il  might  well  be  called  the  dinosaur  syn- 
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Yet.  30  years  ago,  in  the  development  of  plans  for  nviclear  power  plants, 
shovdd  anyone  have  asked  the  (juestion  "What  are  the  risks  of  construction 
delay  due  to  vehement  environmental  protesters,  and  what  are  the  tH)sts  asso- 
ciat<-d  with  such  delays?"  Ilow  then  does  the  insurance  manager  develop 
identification  jinK-edurest* 

Use  a  two-iihase,  five-part  survey  pnH(<hni' 

I'lutHf    I 

I'lirl  I:   Conlad  insurors  ioi  risk  prolci  lion  .uc.is  ol  r((  omiiiciidalion 
I'lirl  2:   itcvicw  companv  records  for  past  .u  ti\  ilics  lli.il  li.ivc  similar  char- 

,»( l<Tislics  for  risk  similai  itirs 
Part  :i:   .Siirvev  iiiaiiag«-rs  iiiv()l\i(l  iii  tlic  opci.ilioii/projiH  t  lor  llitii  pnor- 

itv  listing  ol  idi-nlifi.il)lc  risks. 
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INSURANCE 


STEPl 


STEPS 


STEPS 


STEP  J, 


STEPS 


RISK  ACCEPTANCE  FLOW  CHART 


SURVEYS 

RISK  IDENTIFICATION: 
ARE  ALL  RISKS  IDENTIFIED? 

YES 

NO 

COST  ASSIGNMENT: 
ARE  COSTS  OF  RISK  KNOWN? 

METHODS 

YES 

RISK  CLASSIFICATION: 
WHAT  PRIORITY  IS  EACH  RISK? 

STEP  3A 

REQUIRED 

PROTECTION 

RISK 


STEP  3B 
CATASTRO- 
PHIC RISK 


STEP  3C 

DANGEROUS 

RISK 


STEP  3D 

COSTLY 

RISK 


' 

NO 

RISK  REDUCTION: 

CAN  RISK  BE  REDUCED? 

YES 

WHAT  IS  LEAST  COST 
REDUCTION  METHOD? 

♦ 

♦ 

1 

' 

♦ 

' 

STEP4A 

RISK 

SHIFTING 

STEP  4B 
OPERATIONAL 
ACTIVITIES 

STEP  4C 
INSURANCE 
ACTIVITIES 

. 

. 

RISK  ACCEPTANCE: 
IS  RISK  NOW  ACCEPTABLE? 

NO        ^ 

YES 

hnnvvT  oicu- 

Part  4:  Survey  a  cross-sample  of  workers  involved  in  the  operation/project 
for  a  similar  listing. 

Part  5:  Survey  outsiders  connected  with  an  operation/project  (e.g.,  con- 
sultants, subcontractors,  suppliers)  for  a  similar  listing. 


Phase  II 

Part  1:  Consolidate  all  the  material  received  from  all  sources,  noting  data 
intercepts. 

Part  2:  Construct  a  new  list  composed  of  all  the  prior  lists,  prioritizing 

risks  by  frequency  of  mention. 
Part  3:  Resubmit  the  consolidated  list  to  all  original  parties  for  comment. 
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Part  4:  Reconstruct  a  composite  list  based  on  the  coniiiients,  with  appro- 
priate editing. 
Part  5;  Proceed  to  Risk  Classification.  (Step  3.) 

A  few  brief  notes  about  this  procedure.  The  surveys  themselves  can  offer  a 
couple  of  byprotluct  advantages; 

They  can  give  you  a  good  idea  of  what  insurance  coverage  is  generally 
available. 

They  can  give  an  idea  of  risk-shifting  oppoi  tunities  available  through  in- 
volved outsiders. 

They  can  give  an  idea  of  worker  concerns,  which  may  be  uselul  in  the  labor 
relations  activities  of  the  company. 

They  can  make  managers  more  aware  of  the  need  for  risk  control,  stimulat- 
ing care  in  management  planning. 

They  may  boost  employee  morale,  as  the  survey  indicates  a  concern  for  the 
safety  of  the  employees. 

However,  surveys  can  also  have  these  inacKertent  disadxantages: 

They  can  harm  worker  morale  if  it  looks  like  no  mUou  is  being  taken 
against  identified  dangers. 

They  may  inllame  worker  concerns. 

The  may  inname  the  concerns  of  outsiders.  (N.R.  Never  undertake  cus- 
tomer surveys  on  this  subject  without  first  obtaining  the  approval  oi 
sales  and  marketing  units.) 
They  may  intimidate  managers. 

Therefore,  survey  planning  and  implementation  cannot  be  undertaken  in 
isolatitm.  U  is  not  e.s.sential  to  undertake  all  parts  of  tlu-  survey.  The  one  sur- 
vey that  is  critical  is  the  manager  survey,  as  the  managers  are  the  one  gn.np 
who  will  largely  determine  the  success  or  faihnc  of  risk  control  apart  fion>  the 
activities  of  the  insurance  group. 

Step  2 — ('ost  Assignment 

Having  recogni/.e<l  thai  a  risk  .-xisls,  what  steps  can  be  l.ik.n  to  man.ige  it? 

Iliesc  alternatives  are  av.ulable; 

1.  Reduce  the  exposure 

2.  Insure  the  exposure 

3.  Act  i'|)t  tlie  risk 
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In  fact,  some  combination  of  alternatives  will  be  used  in  nearly  every  case. 
There  is  a  cost  incurred  in  the  pursuit  of  alternatives.  Naturally,  the  risk  man- 
ager is  looking  for  the  least  costly  and  most  cost-effective  alternative.  Reduc- 
tion of  the  exposure  will  take  one  of  these  forms  with  its  attendant  costs: 

1.  Increased  personnel  costs.  Example:  Worker  safety  training  time  to 
reduce  injury  and  downtime. 

2.  Incur  expenses.  Example:  Purchase  of  protective  gear  for  workers. 

3.  Capital  expenditures.   Example:  Retrofitting  machinery  to  decrease 
dangerous  operation. 

4.  Foregone  revenue.  Example:  Production  line  slowdown  to  decrease 
injury  dangers. 

The  costs  of  insuring  the  exposure  will  include: 

1.  Premiums. 

2.  Management  time  for  evaluation  of  coverage  and  insurors. 

3.  Contributions  to  self-insurance  reserves. 

The  costs  of  accepting  the  risk  will  be  zero  if  the  peril  does  not  occur.  If  the 
peril  does  occur,  the  costs  will  be  composed  of: 

1.  The  Uninsured  Portion;  and 

2.  The  Insured  Portion  excluded  from  compensation;  and 

3.  Consequential  Expenses  of  the  loss. 

These  costs  might  be  called  the  Net  Exposure  and  be  expressed  as: 

N  =  (V  -  (F  -  d)(p))  +  E 

where;     N  =  Net  Exposure 

V  =  Fair  Market  Value  of  the  Insured  Loss 

F  =  Face  amount  of  the  insurance  policy 

d  =  Deductible 

p  =  Co-insurance  percentage 

E  =  Consequential  uninsured  expenses  and  losses. 

Example.  A  garage  where  a  company  keeps  its  vehicle  fleet  is  worth 
$100,000  including  contents  (but  not  the  vehicles  themselves),  but  is  insured 
for  only  $81,000  with  a  .$1,000  deductible  and  80%  co-insurance.  Loss  will 
also  produce  another  $40,000  in  temporary  storage  expenses,  diverted  em- 
ployee time  and  the  like.  Net  Exposure  is: 


ISS 
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N    =   (100,000  -  ((81,000  -  1000)  (80%))  +  40,000 
N    =   (100,000 -64,000) +  40,000 
Net  Exposure   =   $76,000 

In  other  words,  the  company's  true  loss  is  almost  equal  to  the  value  of  the 
face  amount  of  the  insurance  policy  and  exceeds  the  amount  ($64,000)  to  be 
recovered  under  the  policy!  The  big  loophole  was  failure  to  insure  the  conse- 
quential expenses.  But  even  ignoring  those  for  a  moment,  36%  of  the  asset  s 
value  is  effectively  uninsured. 

The  management  cjuestion  begins  to  crystallize.  What  combination  of 
approaches  will  produce  the  least  aggregate  cost?  This  uncertainty  is  com- 
pounded because  the  cost  of  the  effort  may  prove  totally  improdvictive.  Many 
perils  carry  a  low  likelihood  of  occurrence  and  if  the  favored  odds  of  "no  oc- 
currence" turn  up,  the  expenditures  are  arguably  wasted.  Most  other  man- 
agement decisions  involve  uncertainty  about  the  extent  of  productivity, 
rather  than  its  complete  al)sence  or  presence. 

Before  the  risk  can  be  accepted,  the  cost  of  doing  so  nuist  be  compared 
with  the  cost  of  other  alternatives,  requiring  some  assignment  of  cost  to  the 
risk.  There  are  several  cost  assignment  methods.  These  will  be  illustrated 
with  the  following  example: 

Risk  Profile 

Type:  DANGEKOUS 

Definition:  Destruction  of  Key  Farts  Plant 

Maximum  Value  Breakdown: 

Building    +  Contents  +  Revenue  lx)ss  +  Management  Time  =  Total 

$4,50.(KX)  +  $2(K),(HH)  +  $3(K),(KH)  +  $,50,(KH)  =  $1,(K)0.000 

The  easiest  cost  assignment  method  involves  simple  probability.  II  there  is 
a  subjective  V2%  change  of  loss,  then  the  loss  assignment  is; 

('/2%)  ($1,000,000)  =  $5,000 

In  other  words,  it  woiild  api^-ar  to  not  be  worth  it  to  spvui\  n.ore  than  $5,(KK) 
to  protect  against  this  loss 

This  simple  method  n.ay  be  misleadn.g.  however,  as  lesser  nu  l.ul.d  risks 
receive  no  consid.-ration.  In  this  example,  a  less  serious  fire  will  still  incur 
son..-  costs  and  is  a  risk  worth  reducing  by  <-xpenditure  of  some  r<-sources. 
Itather  than  consider  each  such  risk  separately,  il  would  be  more  ellkient  to 
onsidc-r  all  the  lesser  included  risks  with  the  maximum  risk 

Most  perils  carry  U-ss  chance  of  the  maximum  risk  tli.u.  a  Uss<-r  loss  A 
small  fire  is  more  likely  than  a  bigger  one.  A  fend.r  b.ntl.r  is  more  common 
than  a  total  wre.  k    A  minor  injury  <H-eurs  more  often  than  a  death.  U  tli«-  loss 
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size  can  be  graphed  against  the  relative  risk,  a  continuum  can  be  developed 
from  which  a  cost  assignment  can  be  derived. 

Experience  indicates  that  most  such  continua  are  likely  to  take  the  mathe- 
matical form  of  an  inverse  power  curve: 


Risk  % 


y  =  ax  or: 

(Constant)  (Loss  Size)'=''P""''"' 


In  the  ongoing  example,  assume  that  some  empirical  research  develops  an 
approximation  of  the  curve  for  fire  losses  at  the  plant  of  major  size,  $100,000 
to  $1,000,000: 


Risk  %  =  (5,000)  (Loss  Size)"'"" 
Risk  %  =  (5,000)/(Loss  Size) 


or,  restated: 


The  curve  looks  like  this: 


RISK% 


tlOO.OOO  1500.000  tl.000.000 

LOSS  SIZE 

This  curve  may  be  called  the  Aggregate  Risk  Curve  (ARC).  If  every  loss 
point  on  the  curve  were  multiplied  by  the  percentage  probability  of  occur- 
rence, the  total  of  the  resulting  expected  values  would  equal  the  cost  assign- 
ment. Theoretically,  there  are  an  infinite  number  of  such  loss  points  on  the 
curve.  To  circumvent  that  problem,  the  following  mathematical  method  can 
be  applied: 


1.  Convert  the  Aggregate  Risk  Curve  to  a  straight  line  using  logarithms. 

2.  Calculate  the  length  of  the  resulting  Aggregate  Logarithmic  Risk 
Curve  (ALRC)  by  trigonometry. 

3.  Convert  the  length  of  the  line  segment  back  to  an  aggregate  loss. 
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4.  Calculate  the  average  applicable  pi-rcoiit  of  risk  1)>  ciul-point  averag- 
ing of  the  logarithms  and  determination  of  the  antilog. 

5.  Multiply  the  aggregate  loss  hy  the  a\crage  percentage: 

In  this  example,  three  points  (two  to  draw  a  line  and  one  to  coiifinn  its  ac- 
curacy) are  calculated  hy  taking  the  logarithms  of  the  coordinates: 


Lx)ss  =  (x) 

100,000 

500,000 

1,000,000 


Log  (x) 


Risk  =  (y) 


Log  (yl 


5.000 
5.699 
6.000 


5.0% 
L0% 

0.05% 


-1.301 

-2.00 

-2.301 


(•l/)Harillini  (.1  |MTC<-i)taRes  i-xpres.scd  as  decimals.) 


Graphing  that  data: 


Log 

of 
Risk% 


-2.000 
-2.301 


X  leK 


5.000 


,5.699         6  000 

l-oR  of  Loss  Site 

To  calculate  the  length  of  ALIU:.  nnaun.c  ti...  graph  lornunga  r.ght  triangle 
wherein  the  ALHC  is  the  hypote.u.sc  The  I'vthagorean  Hu...rcn,  states  tha 
the  length  of  the  hypotenuse  is  cnal  to  the  s.iuar.-  root  ol  the  sun,  ol  tlu 
s.,..ares  ..f  the  lengths  of  the  two  legs  ol  .he  .rungi..  NN  -  ku..w,  u,  th.s  evun- 
pic,  the  liugth  of  the  legs; 

•■X'leg  =  6.0  -  5.0  =   1.0 

•T'leg  =  (-1.301)  -  (-2.301)  =   1.0 


Hence.  ALHC; 


ALI«:=  (1.0)' +  (1.0)' -2   =  1.4142 


.,,,,,,,,„,,  „„.  ratio  of  th.-  hypotenuse  to  .he  X  ax.s  is  L4I42/1()  Tins  ratio 
holds  ini  111.-  ALHC  i.scii,  so  .he  aggregate  risk  etjuals: 
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(1.4142)  ($1,000,000  -  $100,000)  =  $1,272  ,792 

The  average  risk  is  calculated  from  the  average  of  the  logarithmic  Y  axis 
end-points: 

(-2.301)  +  (-1.301)  ^    _^  g^^ 
2 
Antilogof  -1.801  =   1.58% 

Hence,  cost  assignment  based  on  ALRC  is 

(1.58%)  ($1,272,792)  =  $20,110 

The  cost  assignment  is  complete  for  the  interval  $100,000  to  $1,000,000. 
For  losses  under  $100,000,  what  result? 

The  interval  from  $0  to  $100,000  may  be  approximated  by  one  or  more  ad- 
ditional functional  equations,  each  of  which  will  be  built  on  its  own  empirical 
data.  The  same  ARC  method  is  repeated  and  the  sum  of  the  cost  assignments 
for  all  of  the  intervals  yields  the  net  cost  assignment.  In  some  circumstances, 
a  single  function  may  define  the  whole  risk.  In  any  event  the  net  cost  assign- 
ment will  serve  as  the  benchmark  for  resource  allocation  in  defending  the  risk 
assessments. 

Step  3 — Risk  Classification 

Having  developed  an  effective  method  to  assess  the  magnitude  of  various 
risks,  it  will  be  helpful  to  classify  them  by  magnitude  to  set  priorities  for  at- 
tacking them.  The  recommended  classification  is  as  follows: 

A.  Required  Protection  Risks  are  the  special  class  of  risks  for  which  some 
land  of  protective  program  is  mandated  by  outside  forces,  thereby  re- 
quiring the  setting  aside  of  some  fixed  portion  of  the  resources  avail- 
able to  the  company  for  risk  reduction  purposes. 

B.  Catastrophic  Risks  are  those  of  such  magnitude  that  they  can  destroy 
the  company's  capacity  to  sui-vive  if  the  full  extent  of  the  peril  occurs. 

C.  Dangerous  Risks  are  those  that  could  seriously  harm  the  company's  fi- 
nancial position.  While  a  single  dangerous  risk  would  not  mean  the  col- 
lapse of  the  company,  each  dangerous  risk  in  combination  with  one  or 
more  additional  dangerous  risks,  could  threaten  the  company's  ability 
to  survive. 

D.  Costly  Risks  are  those  whose  costs  will  impair  profits  or  assets,  but,  ex- 
cept in  combination  of  great  frequency,  will  not  threaten  survival. 
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Assigninji  risks  to  one  of  these  classes  is  (except,  perhaps,  tor  the  first)  a 
largely  subjective  procedure,  as  is  much  of  insurance  management.  Note  that 
lesser  risks  are  included  in  the  maximum  risk.  All  or  only  part  of  a  huilding 
may  be  destroyed  by  fire. 

There  is,  by  the  way,  no  magic  in  four  dassihcations.  More  or  fewer  may  be 
used  if  the  manager  finds  it  helpful  in  budgeting  resources  to  protective  activ- 
ities. However,  the  four  classifications  here  have  a  logic  revealed  in  Steps  3 A 
through  3D. 

Step  3A — Required  Protection  Risks 

Certain  insurance  and  other  protecti\e  activities  are  mandators'.  Statutes  re- 
(juire  some,  such  as  workmen's  compensation.  Contractual  obligations  may 
re(}uire  insurance  or  implementation  of  risk  reduction  procedures.  Lenders, 
for  example,  may  condition  their  loans  on  the  insurance  of  collateral.  Lessors 
may  limit  the  area  in  which  leased  ecjuipment  may  be  used.  Union  contracts 
will  lock  in  certain  kinds  of  insurance  coverages  and  mandate  certain  safet\ 
efTorls.  Franchises  and  licenses  often  include  insurance  and  indemnification 
provisions. 

If  the  risk  under  consideration  does  not  fall  into  a  rcciuired  protection  cate- 
gory, we  may  move  on  to  the  next  step.  However,  note  that  in  some  cases 
part  of  a  risk  may  fall  into  the  required  class.  For  example,  a  mortgagee  ma\' 
demand  hazard  insurance  coverage  to  the  extent  of  the  mortgage,  while  the 
remainder  of  property  value  becomes,  for  all  intents  and  purposes,  a  separate 
risk.  This  phenomenon  of  subdivided  risk  is  to  be  welcomed,  for  the  ability  of 
management  to  compress  a  larger  risk  into  successively  smaller  manageable 
segments  is  the  ability  to  develop  acceptable  risks.- 
Step  3B — Catastrophic  Risks 

Catastrophic  risks  can  put  the  company  out  oi  l)usiness  in  one  iell  swoop. 
They  do  so  by  wiping  out  the  company's  cash.  Mathematically,  a  catastrophic 
ri.sk  is  tlefincd  in  terms  of  its  peril  (i.e.,  the  fruition  of  the  risk)  as: 

l'eril>Cash  f  Cash  L<iuiv,(lents  -t  Av.ulaiile  Credit 

Once  identified.  cala.strophic  risks  uiHloii!)t((llv  deserve  the  greatest  allma- 
tion  of  risk  protection  resoine«-s 

Of  course,  the  data  in  the  in«-(|ualilv  will  i)e  eoust.mllv  eli.mgmg.  What  may 
technically  be  a  calaslrophie  risk  at  one  moment  may  Ix-  something  less  at  an- 
other moment,  lo  make  a  deternnnalion,  l>egm  with  a  on.--year  time  fram.-. 
Iliat  p<Ti<Hl  is  not  chosen  arbitrarily.  The  typical  insurance  policy  will  either 
b.'  written  for  or  paid  for  on  a  year-to-year  basis.  Addiliouallv,  llw  vear  is  also 
the  standarti  forecasting  and  rei^orting  period 

Seardiing  through  that   prosjiectivf-  year,   imd   I  lie  aniuip.iteil  low  pouil 
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in  the  rightward  sum  of  the  inequahty.  That  low  point  will  be  used  as  the 
benchmark,  for  if  the  peril  occurs  at  the  time  when  the  rightward  portion  is  at 
the  low  point,  the  company  will  be  destroyed.  The  greater  the  difference  be- 
tween the  sides  of  the  inequality,  the  higher  the  priority  that  must  be  at- 
tached to  reducing  the  risk. 

The  other  difficulty  in  this  inequality  is  obtaining  a  reliable  denomination 
of  the  perils  greatest  loss  potential.  (Within  reasonable  expectation,  of 
course.  Although  it  is  possible  that  a  company  auto  may  be  involved  in  an  ac- 
cident that  could  set  off  a  chain  of  events  and  losses  that  will  ultimately  prove 
catastrophic,  judgment  must  be  used  to  avoid  this  permutation  of  the  dino- 
saur syndrome.) 

That  difficulty  is  compounded  in  defining  a  time  period  for  effective  evalua- 
tion. For  example,  the  loss  of  a  plant  by  fire  has  a  direct  cost  in  terms  of  asset 
value.  However,  the  cost  in  terms  of  impact  on  manufacturing,  sales  and  op- 
portunity cost  may  not  be  so  readily  measured.  This  particular  example  illus- 
trates the  important  point  that  we  are  identifying  discreet  risks  that  can  be 
made  subject  to  management  action,  such  as  the  purchase  of  insurance. 
Here,  the  losses  represent  two  separate  risks  as  far  as  insurability  is  con- 
cerned, but  they  spring  from  one  risk  as  far  as  management  is  concerned. 
One  insurable  risk  is  the  value  of  the  physical  plant,  while  the  second  is  the 
business  interruption  stemming  from  the  hazard. 

The  example  also  illustrates  that  the  complete  effect  of  losses  has  to  be 
traced.  The  search  for  critical  loss  factors  refine  risk  management  objectives. 
Critical  loss  factors  are  those  factors  of  a  peril  that  are  responsible  for  a  dispro- 
portionately large  amount  of  loss.  In  this  example,  the  destruction  of  certain 
parts  of  the  plant,  such  as  the  reception  area,  will  produce  little,  if  any,  con- 
sequential damage.  The  critical  loss  factors  in  this  case  revolve  around  the 
production  line  and  especially  those  segments  of  the  line  where  substitute 
output  cannot  be  readily  purchased  or  fabricated.  Hence,  a  small  fire  strategi- 
cally located  may  be  nearly  as  deadly  as  the  destruction  of  a  whole  plant. 
These  critical  loss  factors,  "risks  within  risks,"  deserve  special  loss  prevention 
attention,  beyond  the  basic  goal  of  preventing  any  fire  in  the  plant. 

Steps  3C  and  3D — Dangerous  and  Costly  Risks 

These  risks  receive  respectively  lower  priorities.  They  are  defined  by  altering 
the  catastrophic  inequality  as  follows: 

Dangerous  Risks:  Peril  >  Cash  +  Cash  Equivalents 
Costly  Risks:  Peril  ^  Cash  -I-  Cash  Equivalents 

Verbally,  dangerous  risks  would  force  the  company  to  borrow  to  weather  the 
peril's  effects.  Costly  risks  embrace  all  risks  that  do  not  fall  into  other  classes 
and  can  individually  be  absorbed,  although  it  may  be  cost-effective  to  combat 
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them.  All  of  the  other  logic  iiiul  pnKedures  delailecl  in  tlie  preceding  section 
on  catastrophic  risks  apply  to  these  two  cUissiPications. 

Step  4 — Risk  Reduction 

The  term  "risk  reduction"  does  not  necessarily  mean  the  odds  ol  the  peril 
occurring  are  decreased,  hut  that  the  risk  of  loss  to  he  absorbed  1)>  tiie  com- 
pany is  ultimately  reduced.  There  are  essentially  three  methods  for  achieving 
that  reduction: 

1.  Risk  Shifting.  Placement  ofanotluT  party  between  the  company  and 
tiie  risk. 

2.  Operational  Activity.  Introduction  of  operational  and  proceilural 
methods  designed  to  limit  risk. 

3.  Insurance.  Accpiisition  of  a  guarantee  of  indenmifuation  in  the  event 
of  a  risk's  fruition.  (While  arguably  a  form  of  risk  slnfling,  insurance 
procedures  deserve  special  focus.) 

The  order  of  exanuning  these  methods  shoukl  pioeeeil  from  the  expeetedly 
least  expensive. 

Step  4A— Risk  Shifting 

The  i)asic  wav  to  shift  risk  is  tinougti  toutraetual  arrangement.  Agreement 
that  certain  losses  will  be  indennulied,  in  whole-  or  in  part,  by  sui)pliers.  co- 
venturers  and  even  cust(mu>rs.  can  be  achieved  either  through  negotiation  or 
in  a  (le  facto  way  by  inclusion  of  appropriate  language  in  standard  documents. 
in  some  cases,  after-the-fact  indenmiikation  mav  be  s.ipplant.'d  bv  insmanee 
coverage  obtained  at  the  cost  of  the  oth.'r  partv.  Where  sueh  agreen.ent  is 
reached,  demand  certiiieation  of  insurance  with  cnucllation  allowed  only 
with  adecinate  advance  notice  to  yon.  The  otl.rr  s.d.-  oi  nsk  slulling  is  the 
avoidance  of  a.ssnmption  of  nsk  tlucugh  tlu'  s.nnr  kmd  of  c  ontr.u  tual  oi>iiga- 

tion. 

Another  wav  to  sluft  or  reduce  risk  is  through  the  use  ol  nu.ltii)le  eoriv.ra- 
tions.  Kor  example,  in  a  eonstrnetion  business,  one  corporation  nnght  own  all 
tin-  .-.luipment  and  lease  it  to  an  air.lialed  corporation  that  is  a.  tnailv  d..ing 
the  bnil.ling.  The  risks  of  tlu-  building  activity  are  nnu  1.  gnat.r  Hian  the  risks 
of  tlu-  l.-asing  activity,  so  if  some  major  liability  is  triggered  n,  llir  ..I'oalmg 
entity,  the  expensive  .-(luipment  ass.ls  Imv  the  b,-st  change  ol  b.n.g  sale- 
guardi-d  from  the  liability  tincal 

rmrnliol  Advanla^r.  linm.sr  „l  ,lilln>-»<<s  in  llir  lou^  <i".....^:  ,lillr,r„l  juris- 
,lulums(u„l  onhi  slntr-to-slalr.  hut  also  rotn,tn,.to.,„unln,).  thru-  ,nmi  „h,>  hr 
,„hhtum„l  a,h  ant„ii,s  in  hoiiuK  miiltiph-  rnlilirs  takr  hcsl  mh  anion,'  of  local 
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laivs  in  such  areas  as  taxation,  workman's  compensation,  regulation  and  confi- 
dentiality, to  name  a  few. 

Balanced  against  these  advantages  are  the  costs  —  often  substantial,  and 
largely  administrative — of  having  more  than  one  entity.  Bookkeeping,  legal, 
accounting,  tax  and  other  hard  costs,  not  to  mention  the  distraction  in  man- 
agement time,  require  the  exercise  of  real  caution  before  moving  ahead  with 
a  decision  of  such  great  ramifications. 

If  properly  planned  and  properly  controlled,  several  entities  may  save  in- 
surance costs  and  may  provide  protection  not  otherwise  available. 

The  cost  of  risk  assumption  and  the  value  of  risk  shifting  should  themselves 
be  assessed  to  determine  how  high  their  priority  in  negotiation  should  be,  or 
what  impact  they  may  have  on  areas  like  pricing  and  purchasing.  The  ARC 
method  can  be  used  to  evaluate  risks.  If  risks  are  assumed  or  cannot  be  sat- 
isfied by  shifting  away,  then  those  same  risks  become  subject  to  additional 
analysis. 

Step  4B — Operational  Activities 

The  very  fact  of  operations  is  most  often  the  source  of  risk.  It  is  the  profitable 
operation  of  the  business  that  the  company  seeks  to  protect  against  perils. 
The  more  cavalierly  operations  are  planned,  the  more  casually  they  are  un- 
dertaken, the  more  likely  that  their  long-run  cost  will  be  excessive  and,  in  to- 
day's world  of  frequent  litigation  and  high  awards,  even  crippling  or  fatal. 

The  other  side  of  the  coin  is  that  the  cost  of  prevention  should  not  exceed 
the  danger  of  the  disease.  These  programs,  generally  described  here,  are 
worth  considering  as  risk  reduction  options,  not  mandatory  undertaking: 

1.  Asset  Risk  Analysis.  Risks  are  associated  with  different  assets.  Then  the 
costs  assigned  by  ARC  and  costs  of  reduction  are  considered  in  capital  bud- 
geting. Products  lacking  warranties,  safety  features,  guarantees  and  a  healthy 
maintenance  record  will  be  lower  rated.  Procurement  activities  can,  in  part, 
control  their  market  by  detailing  "specs"  that  include  risk  reduction  features 
as  an  integral  part  of  efficiency.  (More  about  this  subject  in  Chapter  9.) 

2.  Supplier  Risk  Analysis.  The  wherewithal  and  reputation  of  those  from 
whom  the  company  buys  is  another  factor  that  can  influence  risk.  Frequency 
and  magnitude  of  supplier  related  losses  have  to  be  recorded  and  monitored 
to  stay  abreast  of  supplier  capability.  Keeping  tabs  on  the  supplier's  credit- 
worthiness is  often  wise  as  well,  for  the  company  in  financial  trouble  may  of- 
ten be  tempted  to  cut  costs  by  cutting  quality.  (See  Chapter  3  for  evaluation 
methods.) 

3.  Customer  Risk  Analysis .  The  same  kind  of  customer  classification  by  at- 
tribute (industry,  size,  etc.)  as  was  used  in  credit  management  (see  earlier 
chapter)    can    be    applied    to    loss    reduction.    Cooperation    of  credit    and 
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insurance  departments  in  credit  procedures  can  pay  off  here.  An  obvious 
application  is  the  product  hahihty  area,  but  other  risks  associated  uith  pro- 
duction and  deHver>-  may  also  be  analyzed  in  this  fashion.  Where  the  cus- 
tomer can  be  identified  as  the  cause  of  heightened  risk,  the  extra  risk  may  be 
compensated  for  or  avoided  by: 

A.  Price  increase 

B.  Warranty  reduction 

C.  Cost  (e.g.,  insurance  premium)  reimbursement 

D.  Refusal  of  sale 

E.  Product  modification 

F.  Customer  indemnification  guarantee 

4.  Employee  Risk  Analysis.  Frequency  and  magnitude  of  loss  again  may 
determine  company  action.  Incentives  and  raises  tied  to  safety  and  loss  c-on- 
trol  may  be  worthwhile.  Some  companies  use  bonuses  for  x  number  of 
accident-free  work  hours.  Circumstances  may  suggest  that  a  work-group's 
right  to  bonus  be  dependent  on  the  performance  of  all  members.  Other  com- 
panies include  safety  and  (juality  control  performance  in  raise  and  promotion 
evaluation.  Training,  awareness  and  motivation  have  to  be  provided  to  re- 
duce losses. 

5.  iMcational  Risk  Analysis .  While  not  as  readily  subject  to  policy  changes 
and  (luick-change  decisions,  greater  frecjuency/magnitude  losses  associated 
with  particular  locations  (e.g.,  crime  areas,  eartluiuake  /ones,  weather  loss 
areas)  may  influence  later  business  patterns. 

6.  Line-of-Business  Analysis.  The  obvious  situation  of  subsidiary's  risk 
performance  or  divisional  performance  will  be  embraced  by  this  type  of  anal- 
ysis. Other  more  subtle  situations  may  also  nuTit  it.  Natural  disjunctions  in 
operations  may  offer  opportunity  for  line-of-busmess  analysis:  product  lines, 
products  and  their  repair  services,  manufacturing  pha.ses  (e.g..  pro- 
duction V.  packaging),  transportation.  Line-of-business  analysis  may 
actually  encompass  the  other  analyses.  Product  analysis  is  included  by  defini- 
tion as  a  form  of  line-of-business  analysis. 

'Ilie  point  ol  all  these  analyses  is  to  se.-k  ways  to  cut  losses  by  cutting  risks. 
Ccmsultants  and  insurors  can  often  pinpoint  ways  of  using  these  analyses  in 
specific  situations  to  cut  los.ses  profitably.  Suppliers,  custonu-rs.  and  en>ph)y- 
ees  (an  also  be  a  source  of  the  solutions  if  the  problems  are  aiturately 
identified. 

.Step  K;  —  Insurjuice  Procurement 

Try  as  a  coin|)any  might .  then-  is  no  ciLniitv  thai  losses  will  not  (hxiu.  Only 
so  many  op.-ialioiial  a<l|uslin<Mils  cm  Ix-  iu.kIc  1.<  lore  a  companv  hamstrings 
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itself.  Only  so  much  risk  can  be  shifted  to  others.  Inevitably,  some  risk  must 
be  assumed.  When  all  is  said  and  done,  some  insurance  will  be  purchased. 
The  trick,  as  in  any  other  procurement  operation,  is  to  get  the  most  quality 
for  the  least  cost. 

Premiums  for  particular  coverages  can  generally  be  cut  by  a  number  of 
strategems.  The  advantages  and  disadvantages  of  these  require  a  careful  con- 
struction of  each  finally  accepted  insurance  policy: 

1.  Higher  deductibles  mean  lower  premiums.  The  drawback  to  higher  de- 
ductibles is  that  loss  recovery  is  guaranteed  to  be  lower.  Companies  looking 
at  frequent  small  losses  should  tread  carefully  in  raising  the  deductible. 

2.  The  greater  the  percentage  of  co-insurance,  the  lesser  the  premium. 
Co-insurance  and  deductibles  should  be  related  to  each  other  in  arriving  at 
the  net  potential  loss  that  could  be  borne  by  the  company.  Refer  to  the  build- 
ing loss  example  earlier  in  the  chapter. 

3.  Greater  exclusions  mean  lower  premiums.  Most  standard  policies  con- 
tain established  exclusions,  which  are  usually  not  subject  to  variation.  None- 
theless, where  exclusions  are  optional,  there  may  be  a  cost  opportunity. 
However,  exclusions  mean  no  coverage  for  the  excluded  risk,  so  that  if  the 
excluded  peril  occurs,  the  loss  may  be  too  much  to  bear.  It  may  be  that  exclu- 
sions themselves  can  be  insured  for  less  if  handled  separately. 

4.  Insurance  procurement  alternatives  may  cut  costs.  These  alternatives 
include: 

A.  Direct  Purchases.  Direct  contact  with  an  insuror,  as  opposed  to  the 
use  of  agents  and  brokers  may  cut  costs. 

B.  Conversely,  the  use  of  brokers  and  agents  may  save  even  more  than 
they  cost,  especially  since  they  are  likely  to  have  a  broader  grasp  of 
the  insurance  market. 

C.  If  agents  are  used,  query  more  than  one  to  be  sure  you  are  getting 
the  best  policy,  not  just  the  one  with  the  best  commission  structure. 

D.  Captive  Insuror.  For  large  companies,  the  formation  of  a  captive 
insuror  can  be  a  profitable  move.  The  subsidiary,  able  to  obtain  its 
own  financing,  acts  as  primary  insuror  for  the  parent.  As  the  bona 
fide  insuror,  the  sub  will  have  access  to  the  reinsurance  market, 
through  which  the  parent  can  throw  off  some  of  the  risk  at  a  cost  less 
than  the  parent  could  achieve  directly.  At  the  same  time,  the  off- 
balance  sheet  (as  to  the  parent)  financing  of  the  sub  does  not  im- 
pinge directly  on  the  parent's  credit  lines.  Some  capital  goods  com- 
panies also  use  their  captives  to  insure  customer  purchases  of  the 
parent's  products.  The  parent's  specialized  product  knowledge  and 
ready  replacement  put  the  captive  in  a  unique  intelligence  position 
for  underwriting  the  risk.  And,  there  may  be  tax  advantages. 
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E.  Captive  Agencies.  For  the  smaller  companies  unable  to  justit\  or  al- 
ford  the  captive  insurer,  a  relatively  less  expensive  method  oi 
forming  a  captive  agency  oifers  some  real  benefits.  The  major  ad- 
vantage is  the  saving  on  policy  costs  achieved  by  retention  of  com- 
missions by  the  captive.  From  a  purely  fmancial  point  of  view,  if  the 
commissions  savings  exceed  the  cost  ot  captive  tormation  and  opera- 
tion (including  a  reasonalile  return  on  the  investment)  the  captive 
makes  sense.  Some  "soft"  advantages,  however,  include: 

i.  Greater  clout  with  the  insuror  that  an  agencN  will  generalK' 
carry  in  the  event  of  dispute. 

ii.  .\bility  to  assist  customers  with  insurance  related  to  sales  ol  the 
parent,  thereby  boosting  sales.  In  addition  to  casualty  insurance 
during  ownership,  delivery  insurance,  product  liability  insur- 
ance and  performance  bonds  may  be  important  areas  for  the  par- 
ent's customers  where  the  agency  may  be  able  to  help  out. 

iii.  Specialized  knowledge  and  control  o\  er  insurance  that  a  lull  time 
agency  will  oiler. 

iv.     Profit  center  accounting  with  eomplcle  cost  and  o\  erhead  data. 

v.     Opportmiity  for  inceulive  compensation  based  on  savings. 

vi.  The  potcMitial  for  di\ersificatiou  of  business.  The  agency  may 
well  prove  to  ha\c  the  capacity  to  attract  outside  business. 

vii.   Possible  tax  Ixiu  tils. 

F.  Svndicated  (>apti\es.  If  your  company  is  too  small  or  otherwise  lui- 
able  to  benefit  from  its  own  captive  agency  or  insuror.  consider 
forming  a  syndicate  of  companies  to  develop  a  joint  venture  captive. 

C.  As.sociation  Insurance.  Soaring  insurance  costs  and,  in  some  cases, 
miavailability,  have  impelled  many  trade  and  professional  asstnia- 
tions  to  exiiaiid  their  insurance  programs  from  the  original  group 
health  and  liie  into  i.isn.ilts  .uid  li.ibility.  iusurors  enjoy  selling 
through  associations  as  the  asscx  iations  assume  a  good  part  ol  the 
marketing  burden,  cutting  the  cost  of  sali-  for  the  iiismor,  and  the 
insuror  also  has  the  opportunity  to  obtain  fiirly  ilepeud.ible  diversi- 
ficaticm  in  a  liomogeneous  market.  ConseciuenlK  ,  llw  r.ites  on  such 
insurance  (fre(|uenlly  handh-d  tliiouuh  .m  agent  .ippomted  b\  the 
ass(Kiati()u)  are  often  anions  llie  iowist  ,i\  ail,il)Ie. 

Tip.   If  your  association  hicks  llir  kind  of  insiininrr  ijou  nnd.  su^iK^•sl  tUnj  look 
into  it   C.luinrrs  are  morr  than  one  mnnhrr  niU  hr  inttrrslril . 

II  (;ov<-rnmenl  Programs.  The  Small  business  Ass(Kiali«»n  and  other 
agencies  olVer  certain  typ<-s  of  casualty  msurance  (e.g..  Ihwul  insur- 
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ance,  crime  insurance  for  high-crime  areas).  Often  these  policies  are 
the  only  ones  available  to  cover  high-risk  situations  that  private  in- 
surers will  not  underwrite.  Some  programs  do  require  company 
qualification.  If  your  company  is  "small"  (as  defined  by  legislation 
or  regulation),  "minority  owned,"  in  a  "disadvantaged  area"  (e.g., 
natural-disaster  stricken,  deteriorating  urban  environment),  a  gov- 
ernment contractor  or  subcontractor  or  a  borrower  under  a  federal 
program  or  federally  guaranteed  program,  there  may  be  coverages 
and  savings  available.  A  few  states  also  have  programs. 

Lloyd's  of  London.  Lloyd  s  is  licensed  in  only  a  few  states  to  sell 
standard  insurance.  Consequently,  most  of  the  business  that 
Lloyd's  writes  in  the  U.S.  (aside  from  reinsurance)  is  so-called  "sur- 
plus line  insurance,"  which  is  insurance  that  American  underwriters 
do  not  want  to  take.  Lloyd's  brokers  are  paid  by  Lloyd's  out  of  the 
premiums  paid,  so  that  there  is  no  extra  cost  in  investigating  insur- 
ance with  Lloyd's.  Foreign  exchange  risks,  service  of  suit  in  litiga- 
tion against  the  insuror  and  financial  stability  are  all  guaranteed  by 
the  Lloyd  s  group,  which  is  essentially  one  large  syndicate  in  which 
all  members  stand  behind  each  member  to  the  full  extent  of  per- 
sonal liability.  Lloyd  s  also  maintains  its  premium  account  on  U.S. 
business  in  the  U.S.,  so  that  funds  for  claims  are  readily  available. 
In  addition  to  the  advantage  of  being  able  to  get  insurance  for  un- 
usual risks,  Lloyd  s  offers  the  opportunity  to  insure  risks  that  the 
businessman  may  not  typically  think  of  as  insurable.  Lloyd  s  prohib- 
its its  members  from  offering  financial  guarantees,  but  the  line  be- 
tween insurance  and  guarantee  is  a  gray  one.  For  example,  consider 
the  case  of  a  company  that  has  developed  a  new  technology  in  a  rap- 
idly changing  field.  The  cost  of  investment  in  machinery  to  capital- 
ize on  the  new  technology  may  be  insurable  against  obsolescence. 
While  projected  profits  cannot  be  guaranteed,  neutralization  of 
huge  losses  and  the  recoupment  of  cash  to  reinvest  to  keep  up  with 
the  market  make  innovative  thinking  a  profitable  pastime  in  this 
market.  Multinationals  are  also  likely  to  find  Lloyd's  very  competi- 
tive in  non-surplus  insurance  for  risks  outside  the  regulatory  reach 
of  the  states. 

Self-Insurance  Program.  In  its  simplest  sense,  self-insurance  is  the 
retention  of  risk  and  the  concomitant  absorption  of  losses.  Deduct- 
ibles, co-insurance  and  exclusions  are  forms  of  self-insurance.  Sim- 
ple failure  to  purchase  insurance  amounts  to  self-insurance  by  de- 
fault. However,  a  self-insurance  program  is  the  retention  of  risk 
with  a  specific  plan  for  funding  losses.  Losses  are  funded  either  in 
advance  with  the  establishment  of  a  self-insurance  reserve  into 
which  payments  are  made,  much  in  the  nature  of  premiums,  or 
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losses  are  funded  after-the-fact  with  payments  made  against  moneys 
borrowed  to  cover  the  loss.  The  advantage  of  prefunding  is  that  the 
money  is  still  within  the  company's  grasp.  No  commissions  or  other 
expenses  are  involved.  However,  tax  deductions  are  usually  not 
permitted  for  payments  into  a  self-insurance  fund.  When  losses  are 
actually  realized,  the  pa\inents  from  the  fund  do  not  offset  the  loss 
as  far  as  tax  reporting  is  normally  concerned. 

Point  to  remember.  Self-insurance  makes  no  sense  for  a  company  with  a  few 
centralized  risks.  If  a  loss  occurs,  the  blow  may  he  too  devastatiufi  before  the 
company  has  a  chance  to  build  up  a  sufficient  reserve. 

Step  5 — Risk  Acceptance 

If  the  level  of  risk  still  seems  too  great  after  these  efforts,  cycle  through  the 
flow  chart  again.  Sooner  or  later,  an  acceptable  le\el  of  risk  will  be  achieved. 
In  economic  terms,  that  point  will  be  where  the  marginal  dollar  for  risk  re- 
duction cannot  produce  at  least  a  one-for-one-plus  sa\ings  in  risk  cost.  In 
both  initial  and  subsequent  cycles,  insurance  agents,  brokers  and  consultants 
may  be  able  to  offer  suggestions  that  can  further  reduce  exposure  and  c-osts. 

After  all  is  said  and  done,  insurance  and  risk  management  is  at  best  an  un- 
certain science.  If  too  many  losses  occur,  if  not  enough  insurance  is  obtained, 
if  the  wrong  kind  of  insurance  is  purchased,  the  results  can  still  be  destruc- 
tive. But  at  least  a  carefully  thought  out  and  balanced  appro.uh  can  miniMii/e 
the  risks,  keeping  them  in  perspective  and  thereby  allowing  the  company  to 
pursue  its  regular  operations  without  either  playing  fast  and  loose  or  ham- 
stringing jirohts  with  exorbitant  risk  prevention. 

Chitting  premiums  is  line  and  dandy,  but  lu-forc  the  pri-mium  is  p.ud,  be 
sure  the  company  is  getting  the  coverage  it's  expecting.  Business  people 
<l()n't  enter  into  sales  contracts,  leases  or  other  agreements  before  reailing 
them;  insurance  contracts  (i.e.,  policies)  deserve  no  less 

in  fact,  policies  should  be  reviewed  by  knowledgeable  outside  or  in-house 
covmsel,  who  have  been  provided  with  a  clear  statement  of  objectives  and 
concerns  which  the  policy  is  supposed  to  address. 

Insurance  law  is  a  perplexing  and  sp<-ciali/cd  iicld.  Kvcn  the  expcnciueil 
layman  may  miss  the  meaning  of  policy  legalese.  Because  inMn.mc<-  is  largcb 
regtdated  by  state  law,  the  legalese  traps  cast  an  even  bigger  shadow,  as  the 
meanings  may  vary  across  slate  lines.  What  state's  laws  will  govern  u  claim, 
and  what  law  shoidd  be  applie<l  for  interpretation  (even  where  coverag.- 
applies),  ar«-  both  (piestions  Kimpclent  advice  should  ho  obtained  on  Ix-for*-  a 
policy  is  acxepted 

Ifotherx^'isc  appar«Milly  a((iptabl<'  i)oiuics  arc  ioiuid  w.mlmg  m  some  Icg.il 
respect,  don't  desiMiir  -negotiate!  Insnn>rs  will  often  lu-  more  anienaMe 
than  might  be  ex]H-ele<l,  especiallv  to  clarifications  of  jMKs.sibly  ambiguous  Ian- 
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guage,  and  especially  if  a  sizable  premium  or  a  solid  account  may  hang  in  the 
balance. 
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Unlike  casualty  insurance,  which  has  a  negatively  oriented  benefit  of  avoid- 
ing risk,  employee  benefit  insurance  has  a  positive  goal:  attract,  retain  and 
motivate  employees.  Because  benefit  programs  are  intimately  related  to 
ever-changing  employee  morale  and  psychology,  it's  not  possible  to  fix  on 
cost-benefit  measures  with  a  degree  of  confidence  comparable  to  casualty 
coverage. 

The  best  indicators  of  effectiveness  are: 

1.  Comparison  to  industry,  local  and  national  norms 

2.  Employee  and  management  surveys  to  gauge  effectiveness 

3.  Hiring  interviews  to  see  what  potential  employees  are  looking  for  or 
expecting 

4.  Exit  interviews  to  see  if  benefits  are  a  factor  in  voluntary  separation 

5.  Benefit  program  costs  measured  over  time: 

A.  In  the  aggregate 

B.  As  a  percentage  of  sales,  payroll  and  other  gross  measures  of  com- 
pany performance 

C.  Cost  per  employee  (annually  or  monthly) 

In  many  companies,  benefit  plans  are  adopted  by  management  (often  the 
owners  in  closely  held  businesses)  without  a  great  deal  of  regard  for  employee 
desires.  The  prevailing  attitude  is  often  "the  employee  should  be  happy  with 
whatever  is  provided,  because  something  is  better  than  nothing.  "  Often- 
times, too,  there  may  be  a  hidden  agenda  in  that  the  decision-maker  (e.g., 
the  business  owner)  desires  the  benefit  (e.g.,  group  life  insurance)  and  is  in- 
cluding the  employees  only  because  tax  laws,  labor  contracts  or  the  like  re- 
quire it. 

Such  an  approach  may  be  shortsighted  because  it  does  not  produce  the 
"biggest  bang  for  the  buck."  If  we're  dealing  with  questions  of  motivation,  it 
makes  more  sense  to  know  what  employees'  desires  are.  It's  also  likely  the 
desires  will  vary  from  employee  to  employee. 

One  of  the  earliest  and  most  famous  productivity  studies  involved  factory 
workers  divided  into  two  groups:  one  where  new  methods  were  being  tested 
for  productivity,  and  a  second  'control'  group  doing  the  same  work  the  same 
old  way.  The  surprise  was  that  at  the  end  of  the  experiment  BOTH  groups 
had  improved  their  productivity!  The  only  factor  motivating  the  control 
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group  was  their  inclusion  in  the  study.  They  were  suddenly  subjeLl  to  inter- 
views, obserx'ation  and  testing  which  made  tlieni  feel  important,  and,  hence, 
better  about  their  work. 

The  key  to  "big  bang  for  the  bucks  "  in  employee  benehts  is  conununication 
—  in  both  directions.  Find  out  what  employees  want  and  keep  stressing  what 
they're  receiving. 

One  company  surveys  its  employees  annually.  They  check  tor  complaints 
about  existing  benefits  and  inquire  about  new  ones,  all  with  a  clear  stateiuent 
that  the  company  can't  do  everything,  so  expectations  are  not  unduK'  raised. 
Another  company  puts  out  a  monthly  benefits  newsletter  for  its  employees. 
It's  just  a  two-sided  photocopied  sheet.  One  side  fwuses  on  a  particular  as- 
pect of  a  benefit  (e.g.,  double  indeumity  in  a  group  life  policy).  The  other  side 
announces  any  changes  in  programs  or  prcK-edures,  and,  if  there's  room,  an- 
swers model  questions  which  have  come  up  in  the  course  of  administration. 
Using  that  kind  of  communication,  it's  akso  easier  to  put  changes  into  etlect. 
Buying  benefits  insurance  is  no  difierent  than  buying  casualty  insuranc>e  in 
terms  of  the  "shopping."  Cost  matters,  both  in  terms  of  the  aggregate  and  in 
relation  to  quality.  These  policies  nnist  also  be  read.  Then,  if  the  desiretl 
(juality  is  too  expensive,  there  may  be  ways  to  cut  the  cost  to  the  company. 
The  most  common  cost-cutting  technicjue  is  employee  participation  in  paying 
premiums,  but  it's  not  the  only  one. 

Getting  a  policy,  particularly  in  the  health  insurance  area,  which  refimds 
part  of  the  premium  based  on  aggregate  claims,  oilers  the  opportunity  to  re- 
capture some  cost.  The  key  to  success  is  cooperation  from  the  insured  em- 
ployees. There  are  even  consultants  who  can  help  design  a  program  to  en- 
courage employees  to  keep  claims  down 

Putting  several  kinds  of  policies  (e.g.,  health,  life  and  dis.ibility)  with  one 
insuror  is  another  way  to  potentially  reduce  total  cost. 

Heviewing  the  policies  to  elinnnate  features  not  widely  needed  may  also 
cut  premiums.  For  example,  if  the  work  force  has  few  members  of  childbear- 
ing  age,  maternity  coverage  may  l)e  largely  superibious.  Its  even  possible  the 
savings  could  fund  a  •■self-insuranc<'"  program  under  which  the  company  re- 
imburses an  employee  with  a  lumii-sum  amount  when  there's  a  birth. 

A  review  of  the  policies  may  also  rexcal  overlapping  coverages,  which  can 
be  elinunated.  For  example,  if  the  company  has  Ix.lh  a  cataslroi)hic  illness 
group  policy  and  major  medi(  al  ((.v.-rage,  there  m.iv  w.ll  b.-  overlaii  in  some 

features. 

Hie  single  area  most  prone  to  high  expense  is  the  area  ol  retncm.nt  l.en<- 
fits.  Because  of  actuarial  re(|uirem<-nts.  a  eompanv  sh..ul(l  proceed  witii  the 
greatest  care  in  establishing  its  r.-tirenu-nl  i)l.m  Anv  kind  oi  \A.m  lh.it  i»- 
((uires  contributions  in  good  times  and  bad  is  evfiaordM.ii  ilv  d.uig.Tous,  es- 
pecially in  a  climate  of  stricter  regulalmu.  in.ikiiig  it  dillu  nil  to  jettison  or 
umeiid  a  plan. 

The  safest  kind  of  retirement  plan  lunded  by  « (.nipany  conli  ibulions  is  oiu- 
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based  on  profits.  Even  then,  it  can  have  adverse  effects.  For  example,  a  com- 
pany coming  out  of  a  profitable  year  into  a  business  downturn  may  have  to 
pony  up  cash  for  the  retirement  contribution  at  the  very  moment  it  most 
needs  it  to  ride  out  the  coming  storm. 

Hence,  retirement  benefits,  indeed  all  employee  benefits,  cannot  be  con- 
sidered in  isolation  but  must  be  related  to  and  included  in  the  calculations  for 
the  labor  cost  of  doing  business,  which  affects  so  much  of  any  company's 
operations. 

In  the  latter  half  of  the  twentieth  century,  the  costs  for  insurance  have 
grown  disproportionately  to  other  costs  of  doing  business,  whether  the  insur- 
ance is  covering  personnel,  property  or  operations.  A  good  insurance  pro- 
gram will  reflect  a  proportional  share  of  effort  in  each  sphere  of  insurance 
responsibility.  When  properly  performed,  the  insurance  function  can  contri- 
bute markedly  to  balance  sheet  stability,  company  profitability  and  overall 
corporate  performance. 


chapter  Nine 

SYSTEMATIC  MANAGEMENT  OF 
FIXED  ASSETS 


The  principal  involvement  of  the  financial  manager  in  fixed  asset  control  is  in 
acquisition  and  disposal.  Accordingly,  this  chapter  is  built  around  a  frame- 
work of  an  effective  decision-making  system  on  these  points,  including  con- 
sideration and  comparison  of  alternatives  to  outright  purchase.  Last,  it  ex- 
plores effective  monitoring  and  conservation  methods  to  ensure  the  full 
realization  of  asset  utility  potential. 


ACQUISITION  FORMAT 

A  systematic  approach  to  asset  acquisition  permits  a  reasonable  comparison 
among  asset  choices,  because  all  can  be  measured  against  the  same  stan- 
dards. Outlining  the  steps  in  the  system: 

I.  Determine  Asset  Objectives 

II.  Classify  Assets 

III.  Collect  Asset  Costs 

IV.  Project  Asset  Benefits 

V.  Project  Asset  Operating  Expenses 

VI.  Project  Disposition  Impacts 

VII.  Calculate  Net  Benefits 
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ASSET  OBJECTIVES 

Assets  are  normally  acquired  nut  tor  the  sake  of  owning  tlieni,  hut  lor  the  util- 
ity they  pro\  ide.  The  root  nM)tivation  for  owning  a  drill  press  is  the  holes  it 
makes  in  this  or  that  raw  material.  If  the  holes  would  materiali/.e  on  their 
ouni,  drill  presses  would  be  unneeessar\ . 

To  the  extent  that  utility  is  (luantifiahle.  the  task  of  determining  relative 
profitability  among  asset  choices  is  that  nuich  easier.  Implicitly,  then,  profit- 
ability on  investment  in  assets  is  ordinarily  tin-  jirinu-  objective.  The  configvi- 
ration  of  that  profitability  may  make  it  difficult  to  identify,  and,  therefore, 
companies  might  be  led  (or  even  misled)  toward  skewing  asset  purchases  to 
only  those  assets  that  produce  "hard"  (i.e..  specifically  nu-asurablc)  benefits. 
For  the  experienced  manager  with  a  gut  instinct  for  his  operations,  the  iden- 
tification difficulty  can  be  not  only  frustrating,  but  al.so  costly  to  his  company 
in  terms  of  lost  opportunity.  Hence,  we  will  seek  to  develop  a  procedure  lor 
analyzing  and  comparing  seemingly  disparate  investment  choices. 


ASSET  CLASSIFICATION 

i'or  these  purposes,  we  can  i(liMitil\  three  huulaMH-nlal  classes  of  assi-ts: 

1.  Productive  Assets.  Defined  as  those  anuMiai)lc  to  strict  input-output  ac- 
counting. They  throw  olf  tangible,  measurable  benefits  and  have  no  mean- 
ingfid  intangible  benefits  apart  from  the  tangible  ones.  The  tangible  benefits 
are  staled  in  terms  of  dollars  of  marginal  revemie  attracted  or  marginal  costs 
saved.  The  pristine  example  is  a  production  line  uKuhine. 

2.  Booster  Assets .  Defiiu-d  as  those  which  throw  oil  l.mgible.  mc.isur.dile 
benefits  like  their  productive  cousins,  hut  which  al.so  yieUI  recognizable  in- 
tangible benefits.  An  example  of  a  iiooster  Asset  would  be  a  corporate  jet.  A 
private  plane  obviously  saves  niou<  y  thai  nught  otherwise  be  spent  on  trans- 
portation alternatives  like  comnun  lal  air  travel,  ihe  savings  may  or  may  not 
be  as  great  as  the  cost  of  operating  the  privat*-  airplane.  Thats  the  tangible 
b«Miefit.  The  intangible  benefit  is  the  boost  to  efiu  i<Mil  use  of  managemeul 
liim-  as  demonstrated  by  greater  scheduling  llexibility.  executive  coiulorl. 
prestige,  morale  and  privacy.  Such  iulaugiblc  benefits  almost  c.-rtainlv  de- 
serve scmie  consideration  in  asset  evaluation,  but  a  decision  based  on  thinking 
like  "It'll  make  th«-  boss  hajipy '  isu  t  ev.ilualion.  it  s  speculation 

;V    Cotwetiiejice  Assets.    These  assets  yu-ld  no  material  tangible  benefits, 
but  do  provide  strictly  intangible  benefits.  A  classic  example  is  a  eonierence 
room  chair.  No  doubt,  people  can  m«-et,  think,  talk  and  decide  either  stand 
ing  up  or  sitting  down,  but  a  eonierence  hmmu  without  chairs  is  just  plain 
unthinkable. 
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These  classifications  are  useful  for  developing  a  management  perspective  on 
asset  acquisition.  In  few  cases  will  a  corporate  jet  save  more  in  airline  fares 
than  is  spent  in  operating  costs.  But,  if  straight  tangible  benefits  are  to  be  the 
only  benchmark  for  decisions,  no  one  need  spend  time  considering  airplane 
acquisition. 

Where  the  assets  involved  are  Booster  or  Convenience  Assets,  tangible 
benefits  should  be  the  point  of  departure  to  valuation  of  intangible  ones. 
These  values  necessarily  involve  some  subjective  reasoning,  but  subjectivity, 
if  appropriately  disciplined,  makes  them  no  less  real.  Let's  examine  three 
specific  cases,  one  from  each  asset  class  for  a  mythical  chemical  manufactur- 
ing operation. 

Our  subject  Productive  Asset  is  a  new  mixing  machine.  By  putting  it  to  use 
with  existing  tanks  and  related  equipment,  the  company  can  speed  up  pro- 
duction, adding  two  production  runs  per  day  to  the  present  standard  of  eight 
per  day,  with  no  increase  in  labor,  energy  usage  or  other  semi-variable  ex- 
penses. If  the  average  gross  margin  per  run  (among  the  various  chemical 
products)  is  $500,  the  value  of  the  machine's  benefits  is  $L000  per  day,  or 
$250,000  per  year  (assuming  250  work  days  per  year).  Hence,  annual  benefits 
(not  net  benefits)  are  just  $250,000  as  there  are  no  intangible  benefits  avail- 
able here. 

The  Booster  Asset  under  consideration  is  a  computer  to  be  dedicated  solely 
to  management  reporting.  The  company  already  has  a  medium-sized  com- 
puter in  place  for  payroll,  accounting,  inventory  control  and  other  basic  oper- 
ating applications.  However,  real  time  constraints  prevent  the  computer 
from  producing  all  of  the  desired  management  reports  in  a  timely  routine 
fashion.  As  a  result,  many  of  the  reports  are  done  by  hand,  while  others  are 
curtailed  in  scope  or  completely  dispensed  with.  The  new  computer  will  re- 
place two  clerks,  saving  $25,000  in  payroll  and  fringe  costs  annually.  At  the 
same  time,  a  poll  of  the  managers  (one  innovative  way  to  evaluate  assets  sub- 
jectively) indicates  that  with  all  of  the  desired  reports  timely  delivered,  they 
anticipate  a  5%  increase  in  their  own  efficiency  and  a  2%  savings  in  overhead 
costs  on  a  gross  basis;  i.e.,  without  regard  to  the  costs  engendered  by  the 
computer  itself.  These  subjective  observations  are  quantifiable.  We  11  assume 
that  the  mathematics  show  the  value  to  be  $18L000.  Total  benefits  are 
therefore: 

Tangible  $  25,000 

Intangible  181,000 

$206,000 

Try  this  refinement.  Get  three  estimates — "best  case"  "expected  case"  and 
"tvorst  case" — and  run  three  evahiations  to  get  a  tmder  view  of  the  possibilities, 
the  risks  and  the  rewards . 
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The  Convenience  Asset  to  be  evaluated  is  an  etlluent  control  filter.  No  tan- 
gible benefits  are  derivable.  It  adds  nothing  to  productivity.  It  is  strictly  a 
matter  of  scKial  responsibility.  Subjective  benefits,  in  terms  of  image,  morale 
and  public  relations  are  pegged  at  S15(),(KX)  on  a  one-shot  basis.  After  the  fil- 
ers  in  place  and  the  fanfare  has  died  down,  it's  likely  to  be  forgotten.  Deter- 
mining these  benefits  might  be  accomplished  using  a  comparative  cost  analy- 
sis, which  would  ask  what  amounts  would  have  to  be  expended  to  obtain  the 
same  publicity  (e.g.,  advertising  expenses),  produce  the  same  employee  mo- 
rale (e.g.,  additional  fringe  benefits)  and  the  same  sense  of  responsibility 
(e.g..  by  charitable  contributions).  Some  assistance  may  be  needed  from  ad- 
vertising, public  relations  and  personnel  departments  to  develop  the  data, 
but  that  development's  subjectivity  can  it.self  be  limited.  For  example,  the 
number  of  people  that  will  be  reached  by  press  releases  and  attendant  public- 
ity is  translatable  into  advertising  dollars.  Personnel's  experience  may  allow  it 
to  estimate  with  some  precision  the  savings  in  turnover  that  might  othenvise 
result  among  conscience-stricken  employees. 

We  ha\e  now  succeeded  in  assigning  value  to  the  benefits  to  be  generated 
from  each  of  the  three  proposed  assets.  Now,  by  calculating  the  costs  associ- 
ated with  the  generation  and  ranking  the  assets  on  a  net  basis,  we  can  turn 
our  subjective  ccmundrum  into  an  objective  decision. 

Before  analyzing  costs,  two  nuances  of  value  assignimiit  are  worth  tlis- 
cussing.  One  ofthe.se  is  the  concept  of  avoidance  value,  the  other  is  contin- 
gent value. 

Suppose  that  in  regard  to  the  eflhient  control  filter,  corporate  counsel  ad- 
vises that  proposed  environmental  regulations  would  subject  the  company  s 
ofikers  to  criminal  prosecutions  if  eflhient  is  not  filtered.  The  avoidance  of 
that  risk  has  a  vahu-.  Klimination  of  a  negative  occnrnnce  is  just  as  includable 
in  benefits  as  a  direct  cash  inllow. 

This  example  also  demonstrates  contingent  value.  If  the  proposed  regula- 
tions are  not  adoiited,  then  the  avoidaiue  value  is  zero,  as  the  risk  is  prv- 
empted.  Mow  is  that  uncertainty  to  be  handled?  Ihe  issue  is  very  much  like 
an  insurance  iJroblem.  What's  it  worth  to  avoid  the  risk'?  That's  contingent 
value  and  it  may  be  evaluated  subjectively  or  statistically.  (See  the  chaplci  on 

Insurance.) 

The  sum  of  direct  value,  contingent  value  and  avoid.incv  vain.'  i.mv  oi 
which  may  be  zero  in  a  particular  ease)  is  the  total  value  against  which  costs 
are  to  be  conii)ared.  Parenthetically,  if  there  is  such  a  thing  as  negative  bene- 
fit, it  is  probably  more  approprialelv  tonsidt  red  wilii  msls. 

r„ml  In  rrmemhrr.  Too  imny  projects  justified  on  uoujououud  Ixisrs  ran  lend 
In  l,tunui(d  pnthtrms  Value  assinnmeuts  me  worlhi/  of  the  most  i  i^cn.iiv  .vrni- 
timi  when  choices  ore  heiu^  made  am,ma  n  H'oup  of  profitable  iureslmeul  alter- 
twiivrs.  hi  ami  event,  rapitat  expenditures  should  alwaiis  he  mode  within  the 
framework  of  rash  and  t'peratint:  hudnets . 
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A  checklist  of  utility  benefits  may  be  helpful  as  a  means  of  initiating  value 
assignment  consideration: 


Cash  Flow 

Morale 

Publicity 

Earnings 

Liquidity 

Public  Relations 

Advertising  Value 

Capital  Conservation 

Safety 

Early  Purchase  v.  Inflation 

Image  Enhancement 

Union  Avoidance 


Product  Differentiation 
Productivity  Improvement 
Share  Price  Improvement 
Appreciation  Potential 
Stockholder  Relations 
Regulatory  Compliance 
Customer  Relations 
Political  Clout 
Employee  Relations 
Legal  Precedent 
Market  Development 
Employee  Development 


COST  ASSIGNMENT 


Generally  speaking,  costs  will  be  of  four  types: 

1.  Ac(fuisition  Costs.  Defined  as  all  those  expenditures  necessary  to  get 
the  asset  into  operation.  Frequently,  some  of  these  costs  are  overlooked  in 
the  prepurchase  evaluation  stage,  so  this  short  checklist  is  provided: 


Ordering  Costs 
Purchase  Price 
Sales  Tax 
Licensing  Fees 
Registration  Fees 
Installation  Costs 


Receiving  Costs 
Delivery  Charges 
Preparation  Costs 
Interest  on  Deposits 
Operator  Training 
Start-up  Supplies  Purchases 


Operating  tip.  Evaluate  acquisition  costs  of  completed  acquisitions  from  time 
to  time  and  keep  a  list  of  the  different  kinds  of  expenses  discovered  for  future 
purchase  evahiation . 

2.  Carrying  Costs.  Defined  as  those  costs  associated  with  retention  of  the 
asset,  without  regard  to  the  costs  of  actually  operating  the  asset.  In  other 
words,  carrying  costs  are  the  fixed  costs  associated  with  possession  and/or 
ownership  of  the  asset.  Examples  include: 


180 


SYSTEMATIC  MANAGEMKNT  OF  FIXKI)  ASSETS 


Interest  on  Debt/Lease  Storage  Costs 

Facilities  Cost  Insurance 

Property  Taxes  Securit\  Expenses 

Depreciation  (More  on  this  particular  item  later) 

3.  Operating,  Costs.  Defined  as  the  recurring  input  ot  costs  to  \  iekl  a  pro- 
ductive output  from  the  asset.  These  costs  encompass  such  items  as. 

Supplies  Operator  Labor 

Maintenance  Repairs 

Warranty  Costs  L'tilities  (Electricity,  etc.) 

Inventory  Input  Management  Time 

4.  Disposition  Costs.  Defined  as  those  costs  incurred  to  divest  an  asset. 
When  assigning  costs,  tollow  these  standards: 

A.  Document  the  assumptions  underhing  each  cost.  Nothing  is  so 
tragic  as  a  heautihil  analysis  containing  a  Hawed  assumption,  as  a  re- 
sult of  which  the  wrong  result  is  precisely  arrived  at. 

B.  Consider  the  likely  range  of  costs.  Ideally,  analyses  can  he  per- 
formed by  or  at  least  sup])Iemented  by  computer  to  simulate  results 
throughout  the  combinations  within  the  ranges  of  all  costs.  But  even 
if  only  a  simple  "best  estimate"  is  used,  consideration  of  the  limits  ol 
the  costs  in  the  assumptions  sl.igc  of  the  analysis  will  likclv  sh.u  pen 
the  estimates. 

C.  Have  several  in-ople  make  independent  estunales.  Pool  and  com- 
pare them  to  thrash  out  the  l)cst  results. 

Warning.  It's  hrst  lo  have  all  oftlf  }wiii<wo)tts  at  the  same  Irvcl  in  the  erfirtfii- 
zation.  to  guard  against  undue  leeight  being  given  to  the  estinuite.i  of  more 
highly-placed  participants . 

D.  Compare  estimates  to  historical  iigures  for  sinular  projci  Is  under- 
taken in  the  past. 

K.  Make  comparisons  to  a  \ariet\  of  iirojcc  Is.  not  jusl  one  llial  seems  to 
be  on  point  —  in  case  it  s  not. 

I<".  In  the  course  of  assigning  i  osts,  keep  a  sli.up  eye  out  lor  ways  to  re- 
duce tlu-m. 

ASSET  EVALUATION 

Once  all  of  the  costs  and  benefits  are  i<lentifi«-d.  several  m<'asnn-s  of  pro- 
ductivity can  be  applied  to  rank  and  compare  the  assets.  Which  measure  or 
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measures  deserve  the  most  attention  depends  on  the  company's  circum- 
stances. 

The  departure  point  for  these  measures  is  differentiating  between  earnings 
and  cash  flow  as  the  principal  objective.  Every  company  inust  be  concerned 
with  the  cash  flow  ramifications  of  an  investment,  but  earnings  may  be  of  sec- 
ondary importance  for  a  private  company  and  probably  not  at  all  meaningful 
for  the  nonprofit  institution.  Furthermore,  public  companies  with  large 
amounts  of  stock  outstanding  may  not  be  particularly  concerned  about  earn- 
ings in  relation  to  purchases  and  investments  that  are  not  large  enough  to 
have  a  material  effect  on  per  share  earnings. 

On  either  a  cash  flow  or  earnings  basis,  these  standards  can  be  calculated  to 
rank  differing  investment  options: 

Payback.  This  method  calculates  the  time  to  recover  the  capital  expen- 
diture. For  example,  a  $9,000  machine  that  yields  $2,000  per  year  has  a 
payback  time  of 

$9,000/$2,000  =  4.5  years 

If  the  $9,000  machine  yielded  this  schedule  of  returns: 


Year 

1 

2 

3 

4 

5 

Return 

2,000 

2,000 

2,000 

2,000 

3,000 

Payback  is  calculated  by  determining  the  year  in  which  cost  is  fully  recov- 
ered, prorating  the  return  of  the  last  year: 


Cum  Return 

2,000 

4,000 

6,000 

8,000 

11,000 

Unrecovered 

7,000 

5,000 

3,000 

1,000 

NA 

Point  to  ponder.  As  the  purchase  of  an  asset  does  not  ordinarihj  result  in  an 
immediate  charge  against  earnings,  is  Payback  a  ttieaningful  earnings  statistic? 
Probably,  it  is  just  useful  as  a  cashflow  measure. 

The  deficiency  of  Payback  is  that  it  tells  nothing  of  final  profitability.  It  only 
assures  that  the  status  quo  can  be  more  or  less  resumed.  It  is,  however,  a 
technique  that  is  of  great  importance  to  companies  that  are  operating  under 
severe  cash  constraints  and/or  have  very  limited  access  to  additional  capital. 

Lifetime  Cumulative  Return  (LCR).  Total  return  over  tiie  useful  life  of 
the  asset  is  divided  by  the  original  cost  of  the  asset.  (Cost  in  this  sense  in- 
cludes all  costs  of  acquisition  capitalized  and  not  considered  matched  to  reve- 
nues.) Take  a  $3,000  asset  with  this  schedule  of  net  returns  over  the  asset's 
six-year  life: 
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Year 

1 

2 

3 

4 

5 

6 

Return 

5()0 

0 

0 

1,000 

2,000 

3,000 

Cum  Return 

500 

500 

500 

1,5(K) 

3,500 

6,500 

LCR  Index:  Cum  Return/Investment  =  6500/3000  =  2.17 

This  index  can  he  mathematically  manipulated  to  also  provide  an  LCR  in- 
crement which  shows  the  increase  in  assets  resultinj;  horn  tlie  investment; 

2.17-  l.(K)=  1.17 

which  carried  further  can  he  expressed  as  an  average  animal  return  on  tlie 
initial  investment: 

1.17/6years=  .195=  19.5% 

LCR  is  most  useful  for  comparison  among  assets  with  similar  lifespans, 
where  the  company  is  concerned  primarily  ahout  its  position  at  the  end  of  the 
life  span,  without  great  interest  in  its  circumstances  during  the  interim.  In 
other  words,  LCR  considers  overall  proiitahility,  hut  it  lacks  sensitivity  to 
timing.  For  example,  would  anyone  prefer  a  $3,()(K)  machine  that  will  pro- 
duce $1()(),0(K)  of  return  100  years  from  purchase,  hut  will  produce  nothing  m 
the  intervening  99  years,  to  another  machine  for  the  same  price  that  will 
yield  $6,500  in  six  years?  Prohahly  not.  hut  given  only  an  LCU  index  tliev  c! 
he  hard  pressed  to  discern  the  dilferenee. 

Present  Value  LCR.  PVLCR  utilizes  essentially  the  same  concept  as 
LCR,  with  the  added  calculation  of  discounting  the  future  returns  using  the 
classic  present  value  fornuila: 

X.. 
(I   +  i)" 

where:     X   =   Return  in  Year  n;  and 
i     =    Discount  Rate 

l^)ok  again  at  the  same  $:5,(MK)  uKuinnc  with  the  six-year  life  span: 

Year  1  2 

Return  5(M)  0 

I'res.  Val.  («' 

10%  Discount  \'y->  0 

( !unnilati\'c 

Present  Value  455  -155 


3 

0 

4 

l.tMH) 

5 
2,0(K) 

3,(K)() 

0 

(i.S.3 

L242 

l.(i93 

455 

1,1 3H 

2,3H0 

4.073 
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PVLCR  Index:  4,073/3,000  =  1.36 
PVLCR  Increment:  1.36  -  1.00  =  0.36 

The  average  annual  return  under  PVLCR  is  calculated  a  little  differently: 

0.36/6  =  0.06  =  6%  +  Discount  Rate  =  6%  +  10%  =  16% 

The  discount  rate  is  added  back,  because  the  total  return  in  any  year  has  been 
reduced  in  the  calculations  by  the  implicit  cost  of  money,  i.e.,  the  discount 
rate.  Therefore,  to  arrive  at  the  total  return  for  any  one  year,  the  discount 
rate  must  be  added  back  in. 

PVLCR  intrinsically  accounts  for  an  estimated  cost  of  the  capital  used 
in  the  acquisition  of  the  asset.  PVLCR  also  tends  to  be  most  useful  when 
comparing  assets  of  similar  life  spans  or  when  seeking  to  determine  the  com- 
pany's position  at  a  particular  time  (e.g.,  5  years  from  now)  with  different  as- 
set purchases. 

The  deficiency  of  PVLCR  is  that  a  particular  discount  rate  has  to  be  as- 
sumed. Guess  wrong  and  the  integrity  of  the  analysis  suffers.  The  last  method 
corrects  this  deficiency  by  determining  a  maximum  acceptable  cost  of  capital. 

Internal  Rate  of  Return  (IRR).  The  substantial  benefit  of  IRR  is  that  it 
provides  a  basis  for  comparing  any  assets.  Differing  costs,  differing  lives,  dif- 
fering schedules  of  returns  are  all  reduced  to  a  least  common  denominator — 
which  can  accept  the  highest  cost  of  capital,  which  is  the  obverse  of  saying 
productive  of  the  highest  rate  of  return.  It  is  calculated  using  a  variation  of 
the  Present  Value  Formula: 


(1  +  iY     (1  +  if  (1  +  i)„ 

where:     C  =  Original  net  capitalized  cost  of  asset;  and 

X  =  Return  in  each  year  (but  not  necessarily  a  constant,  or,  for 

that  matter,  not  necessarily  even  positive  in  each  year);  and 
n    =  Last  year;  and 
i     =  Internal  Rate  of  Return,   and  i  is  the  variable  solved  for. 

Without  a  specialized  calculator  or  computer,  i  is  ordinarily 

calculated  by  trial  and  error. 

Methods  Summary.  All  four  of  these  methods  tend  to  have  a  bias  for  cash 
flow  as  the  determinant  of  asset  preference,  because  the  calculations  made 
using  the  capitalized  asset  cost  versus  earnings  returns  is  arguably  mixing  ap- 
ples and  oranges.  The  vagaries  of  accounting  for  earnings  do  not  necessarily 
reflect  real  productivity,  which  must  ultimately  be  measured  in  terms  of 
cash. 

Nonetheless,  it  is  worth  noting  that  where  the  asset  is  a  project  involving  a 
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charge  against  earnings,  these  four  methods  are  certainly  apphcahle.  For  ex- 
ample, the  costs  of  conducting  a  training  seminar  for  factor)'  line  productivity 
is  much  like  the  purchase  of  the  asset,  while  the  savings  or  incremental  earn- 
ings are  very  much  in  the  nature  of  comparable  returns. 


ORGANIZING  THE  ANALYSIS 

To  allow  management  to  see  the  uhoU^  picture  and  permit  rankings  on  all 
four  measures  (if  desired),  all  of  these  elements  have  to  he  considered: 

Inflows  (Cash  Flow)  Taxable  Prt>fils 

Outflows  (Cash  Flow)  Taxes 

Uevemies  (Earnings)  Net  C;ash  Flow 

Expenses  (Earnings)  Timing  of  Transactions 

To  accommt)date  all  these  factors  a  Time  Matrix  Statement  is  used  calculating 
the  incremental  earnings,  tax  effects  and  cash  How  resulting  irom  the  asset. 
The  accuracy  of  the  Statement  is  a  function  of  accurate  KleutifKatiou  ot  the 
revenues,  expenses,  inflows  and  outflows  that  will  result  onK  because  of  the 
purchase  of  this  asset  and  will  not  result  if  this  asset  is  not  acquired.  The 
Statement  is  formatted  like  this; 


ORGANIZING  THE  ANALYSIS 
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Periods  0        1 

Earnings: 
List  Revenues:  R1 
R2 
Total  Revenues: 
List  Expenses: 

EXPENSED  Acquisition  Costs: 
Carrying  Costs 
Operating  Costs 
Disposition  Costs 
Total  Expenses 
Pretax  Net  Earnings 
Income  Taxes 
After  Tax  Net  Earnings 
Cumulative  After  Tax  Net  Earnings 
Cash  Flow  Adjustments: 
List  Cash  Inflows:  Gil 
CI2 
Total  Cash  Inflows 
List  Cash  Outflows: 
CAPITALIZED  Acquisition  Costs: 
Carrying  Costs 
Operating  Costs 
Disposition  Costs 
Total  Cash  Outflows 
Net  Cash  Flow  Adjustments 
Net  Cash  Flow 
Cumulative  Net  Cash  Flow 
Present  Value  Net  Cash  Flow  @  i% 
Cumulative  Present  Value  Net  Cash  Flow 
Internal  Rate  of  Return 


3 n    n  Periods  Totals 


The  Statement's  second  half  deahng  with  cash  flow  adjustments  is  not 
meant  to  repeat  costs  or  revenues  accounted  for  in  the  first  half,  but  to  reflect 
adjustments  to  the  first  half,  even  though  the  expense  category  nomenclature 
is  repeated.  For  example,  carrying  costs  might  include  property  taxes,  which 
would  be  recognized  on  an  earnings  basis  when  due  and  paid.  However,  on  a 
cash  flow  basis,  advance  property  taxes  might  be  paid  into  an  escrow  account 
held  by  a  secured  lender,  thereby  giving  a  different  cash  flow  result  from  the 
earnings  result.  Similarly,  insurance  premiums  will  ordinarily  be  capitalized 
and  amortized,  although  all  the  cash  goes  out  at  one  time. 

The  Statement  can  be  recalculated  to  consider  various  levels  of  benefits.  It 
can  range  from  the  most  conservative  evaluation  that  credits  only  tangible 
certain  benefits,  to  the  most  generous  evaluation  that  considers  all  benefits, 
tangible  and  intangible,  contingent  and  non-contingent. 

To  demonstrate  the  use  of  the  Statement,  we'll  look  at  the  three  assets  dis- 
cussed earlier,  although  a  few  of  the  assumptions  will  be  changed  to  illustrate 
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some  finer  points.  The  three  examples  will  all  consider  all  of  the  potential 
benefits,  thereby  exhibiting  the  most  generous  results. 
Refer  to  the  examples  as  these  points  are  covered: 

1.  The  period  number  is  also  the  exponent  used  in  the  present  value  cal- 
culations. Thus  the  purchase  of  the  asset  at  time  "O"  is  assumed  to  set 
the  chain  of  events  in  motion.  The  periodic  calculations  here  are  an- 
nual. Be  sure  to  adjust  the  discount  rate  calculations  if  periods  are  dif- 
ferent. P^or  example,  1%  monthly  to  equal  12%  per  year. 

2.  In  Example  #1,  the  categorization  of  "Gross  Profits"  under  revenues 
relates  to  the  incremental  gross  profits  derived  from  installation  of  the 
machine.  Think  of  its  treatment  here  as  net  revenue.  Alternatively, 
the  incremental  sales  and  direct  costs  could  have  been  listed  (with 
the  costs  appearing  under  operating  costs).  It  may  simplify  matters  to 
work  with  the  net  figures  where  they  are  readily  calculable. 

3.  SaUage  Sales  in  Examples  #1  and  #2  are  treated  as  revenue,  because 
the  corporation  is  presumed  to  treat  the  sale  of  fully  depreciated  sal- 


MIXING  MACHINE  (000s 

)  EXAMPLE  #1 

Periods: 

0 

1 

2 

3       4 

5 

6 

7 

8 

9 

10 

Totals 

Earnings: 

Revenues: 
Gross  Profits 

250 

250 

250    250 

250 

250 

250 

250 

250 

250 
50 
300 

2.500 

50 

2.550 

Salvage  Sale 
Total  Revenues 

250 

250 

250    250 

250 

250 

250 

250 

250 

Expenses: 

15 

Acquisition  Costs 
Carrying  Costs 
Operating  Costs 

15 
100 

91 

82      72 

63 

53 

43 

34 

25 

15 

578 

15 

17 

13      15 

16 

19 

20 

25 

26 
5 
56 

29 
5 

195 

10 

Disposition  Costs 
Total  Expenses 

130 

108 

95     87 

79 

72 

63 

59 

49 

796 

Pretax  Net  Earnings 
Income  Taxes  (55%  Rate) 

120 
66 

142 
78 

155    163 
85     90 

171 
94 

178 
98 

187 
103 

191 
105 

194 
107 

251 
138 
113 

1.752 
964 
788 

After  Tax  Net  Earnings 

54 

64 

70     73 

77 

80 

84 

86 

87 

Cum  After  Tax  Net 

54 

118 

188    261 

338 

418 

502 

588 

675 

788 

Cash  Flow  Adiustments: 

Inflows. 
Tax  Credit  Savings 

91 

82 

73      64 

55 

45 

36 

27 

18 

9 

500 
50 
550 

ITC  Tax  Savings* 
Total  Inflows  Adjs. 

50 
141 

82 

73     64 

55 

45 

36 

27 

18 

9 

Outflows 

Acquisition  Costs 

500 

Net  Cash  Flow  Ad)s 

(500) 

141 

82 

73      64 

55 

45 

36 

27 

18 

9 

50 

Net  Cash  Flow 

(500) 

195 

146 

143    137 

132 

125 

120 

113 

105 

122 

838 

Cumulative  Net  CF 

(500)  (305)  (159) 

(16)    121 

253 

378 

496 

611 

716 

838 
39 

295 

PV  Net  CF  (a  12% 

(500) 

174 

116 

102      87 

75 

63 

54 

48 

38 

Cum  PV  Net  CF  m   12S 

(500)  (326)  (210)  (108)    (21) 

54 

118 

172 

218 

256 

295 

Inlemjl  Rale  Return 

Neg 

N«g 

Neg 

Neg     9  9 

16  6 

20  7 

23  2 

24  9 

26  0 

26  9 

•ITC  -  Inmtrrwil  In  C»«t»t 

ORGAJ^IZING  THE  ANALYSIS 
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MANAGEMENT  COMPUTER  (OOOs)  EXAMPLE  #2 

Periods: 

0 

1 

2 

3 

4 

5 

Totals 

Earnings: 

Revenues: 

Costs  Savings 

25 

25 

25 

25 

25 

125 

Salvage  Sale 

50 

50 

Intangibles 

181 

181 

181 

181 

181 

905 

Total  Revenues 

206 

206 

206 

206 

256 

1,080 

Expenses: 

Acquisition  Costs 

45 

45 

Carrying  Costs 

234 

154 

105 

87 

86 

666 

Operating  Costs 

83 

84 

69 

70 

71 

377 

Disposition 

50 

50 

Total  Expenses 

362 

238 

174 

157 

207 

1,138 

Pretax  Net  Earnings 

(156) 

(32) 

32 

49 

49 

(58) 

Tax  Savings  (Costs) 

86 

18 

(18) 

(27) 

(27) 

(32) 

After  Tax  Net 

(70) 

(14) 

14 

22 

22 

(26) 

Cumulative  A.T.  Net 

(70) 

(84) 

(70) 

(48) 

(48) 

(26) 

Cash  Flow  Adjustments: 

Inflows: 

Addback  Depreciation 

200 

120 

72 

54 

54 

500 

Tax  Credit  Savings 

33 

33 

Total  Inflows 

233 

120 

72 

■  54 

54 

533 

Outflows: 

Acquisition  Costs 

500 

500 

Net  Cash  Flow  Adjs. 

(500) 

233 

120 

72 

54 

54 

33 

Net  Cash  Flow 

(500) 

163 

106 

86 

76 

76 

7 

Cum  Net  CF 

(500) 

(337) 

(231) 

(145) 

(69) 

7 

PVNet@12% 

(500) 

146 

85 

61 

48 

43 

(117) 

Cum  PV  Net  @  12% 

(500) 

(354) 

(269) 

(208) 

(160) 

(117) 

Internal  Rate  Return 

Nag 

Neg 

Neg 

Neg 

Neg 

Neg 

vage  as  a  recapture  of  ordinary  income,  practically  equivalent  to  other 
revenues. 

The  Tax  Credit  Savings  is  shown  as  an  inflow,  since  it  reduces  taxes 
which  would  otherwise  be  paid.  Were  the  projects  undertaken  by  a 
company  without  tax  liability,  or  by  one  with  liability  sufficient  to  ab- 
sorb only  a  part  of  the  credit,  the  results  would  be  shown  in  the  years 
in  which  they  were  finally  realized,  if  realized  (and  shown)  at  all. 
Hence,  an  overall  idea  of  the  company's  operating  picture  must  be 
available  to  make  the  best  use  of  the  technique.  Of  course,  tax  credits 
may  not  be  available  in  all  situations. 

Depreciation  is  included  among  Carrying  Costs  in  expenses  and  added 
back  later  as  a  cash  inflow  adjustment,  as  well,  to  reflect  the  tax  savings 
it  is  expected  to  produce.  The  same  limitations  relative  to  overall  tax 
liability  apply  to  tax  credits.  In  these  examples,  depreciation  was  cal- 
culated using  "Sum  of  the  Years'  Digits"  in  Example  #1;  "Double 
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Declining  Balance"  in  lixample  #2  (swilclieil  to  strai.uht  line  in  Year 
4);  and  "Straight  Line"  in  Example  #3.  It  may  be  preferential  to  match 
the  depreciation  calculations  to  those  which  would  he  used  for  tax  pur- 
poses. 

6.  The  55%  tax  rate  is  the  sum  of  all  rates  — federal,  state  and  local— as 
applicable.  Where  assets  are  taxed  based  on  location,  or  the  allocation 
of  income  for  tax  assessment  purposes  are  based  on  location,  the  appli- 
cable tax  rate  may  be  adjusted  for  the  anticipated  placement  of  the  as- 
set. Additionally,  if  the  rate  is  expected  to  change  over  time  (e.g..  the 
company  anticipates  moving  into  dilVcrent  brackets  or  expects  changes 
in  applicable  rates  or  laws),  the  tax  rate  applied  might  not  l)e  a  constant. 

7.  In  these  examples,  it  is  assumed  that  tax  lienefits  are  realized  during 
the  transaction  year,  as  (luarterly  estimated  tax  payments  are  affected 
by  the  asset's  results.  If  the  impact  would  not  be  realized  until  later 
(say,  for  example,  via  carryforward  of  tax  benefits)  the  figiu-es  would 
show  up  in  the  cohnnn  for  the  year  in  which  the  cash  would  be  real- 
ized or  net  earnings  impacted. 

8.  These  examples  show  a  summary,  rather  than  a  complete  listing,  ol  all 
of  the  individual  components  of  the  company's  reveinies.  costs,  in- 
flows and  outflows.  Doing  so  may  be  desirable  to  aid  the  analysis  and 
permit  more  attention  to  cost  control.  If  not  listed  in  the  Statement 
they  should  be  contained  in  detail  in  a  baik-up  dociuiuMit. 

9.  The  discount  rate  used  to  calculate  iiresent  value  has  been  held  steady 
in  the.se  examples,  although  it  is  possible  to  vary  it  on  a  year-to-year 
basis  if  the  applicable  cost  of  money  is  expected  to  varv  ami  can  be  rea- 
sonably estimated. 

10.  Present  Value  and  IUI\  calculations  arc  here  ni.ule  discnunling  llie 
transactions  in  each  entire  year,  as  if  the\  all  occurred  exactK  one  year 
from  the  date  of  asset  ac(juisition.  Of  course,  transactions  will  occur 
over  the  course  of  the  year,  and  sonu-  analysts  mav  llu Mcfi)r»>  \nrh-v  to 
knock  oiu'-half  off  each  exponent  (by  subtraction)  in  the  iornmlac.  so 
as  to  discount  the  transactions  at  the  midpoint  of  each  vc.u ,  tliercby 
"averaging"  the  influence  of  the  transactions. 

11.  The.se  analyses  also  consider  e.ich  vear  discreetly.  imiiKiiig  lh.it  .le- 
(|uisitions  of  a.s.sets  occur  onlv  .it  tlic  very  beginiung  ol  the  vcar.  Ol 
course,  that's  not  practically  true.  1  herelore.  the  Inmsactions  that  oc- 
cur in  the  remainder  of  the  Ihsl  year  might  be  separated  ,nul  dis- 
counled  as  a  singl.-  period  (with  an  exponent  of  x  remaining  months, 
e.g..  9.  divided  bv  12  months  p<r  vear  an  exponent  of  .7.")).  Succeeding 
full  years  would  then  be  discouutc.I  i>\  inleg.-rs  plus  the  Ir.ution.il 
exponent. 

Kxample:  I'eriods;  0  .75  1.75         2.75  .  •  .  n.75 
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EFFLUENT  CONTROL  FILTER  (OOOs)  EXAMPLE  #3 

Periods: 

0 

1 

2 

3 

4 

5 

Totals 

Earnings; 

Revenues: 

Tangibles 

-0- 

Intangibles  Certain 

150 

150 

Intangibles  Contingent 

100 

100 

100 

100 

100 

500 

Total  Revenues 

250 

100 

100 

100 

100 

650 

Expenses: 

Acquisition  Costs 

-0- 

Carrying  Costs 

130 

130 

129 

129 

129 

647 

Operating  Costs 

2 

2 

2 

2 

8 

Disposition  Costs 

-0- 

Total  Expenses 

130 

132 

131 

131 

131 

655 

Pretax  Net  Earnings 

120 

(32) 

(31) 

(31) 

(31) 

(5) 

Tax  Savings  (Cost)  55% 

(66) 

18 

17 

17 

17 

3 

After  Tax  Net  Earnings 

54 

(14) 

(14) 

(14) 

(14) 

(2) 

Currt  After  Tax  Net 

54 

40 

26 

12 

(2) 

Cash  Flow  Adjustments: 

Inflows: 

Addback  Depreciation 

120 

120 

120 

120 

120 

600 

Outflows: 

Acquisition  Costs 

600 

600 

Net  Cash  Flow  Adjs, 

(600) 

120 

120 

120 

120 

120 

-0- 

Net  Cash  Flow 

(600) 

174 

106 

106 

106 

106 

(2) 

Cum  Net  Cash  Flow 

(600) 

(426) 

(320) 

(214) 

(108) 

(2) 

PVNet@  12% 

(600) 

155 

85 

75 

67 

60 

(158) 

Cum  PVNel®  12% 

(600) 

(445) 

(360) 

(285) 

(218) 

(158) 

Internal  Rate  Return 

Neg 

Neg 

Neg 

Neg 

Neg 

Neg 

This  refinement  may  be  particularly  important  where  effective  tax 
rates  are  expected  to  change  after  the  year  of  acquisition. 

12.  Internal  Rate  of  Return  calculations  appear  for  every  period,  showing 
performance  to  date.  They  are  indicative  of,  but  not  necessarily  equal 
to,  the  results  that  would  be  achieved  if  the  asset  were  prematurely 
disposed  of,  because  proceeds  of  disposition  might  be  received,  recap- 
ture of  tax  benefits  might  be  required  and  similar  ramifications  would 
probably  have  to  be  cranked  into  the  calculations.  A  highly  sophisti- 
cated analysis  (read  "computerized")  would  consider  those  possibilities 
and  expand  the  format  to  reveal  the  results  of  those  calculations. 

13.  LCR  and  PVLCR  calculations  could  be  included  if  the  analyst  were  in- 
terested in  making  a  decision  on  that  basis.  In  these  examples,  it  is  as- 
sumed that  the  critical  issue  is  rate  of  return  and  the  mixing  machine 
of  Example  #1  is  clearly  superior.  If  LCR  and  PVLCR  calculations  are 
included,  they  can  also  be  shown  for  each  year  as  IRR  has  been  por- 
trayed. 

14.  Payback  has  not  been  discreetly  calculated,  but  is  apparent  in  each 
case  where  cumulative  figures  change  from  negative  to  positive.  How- 
ever, in  Example  #3,  note  that  there  is  no  payback,  as  an  initially  posi- 
tive status  deteriorates  to  a  negative  one.  Payback  must  be  permanent 
to  be  real. 
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15.  As  stated,  the  mixing  machine  is  clearly  superior,  but  if  we  have  lim- 
ited capital  in  our  mythical  company  and  some  of  our  officers  may  go  to 
jail  if  we  do  not  install  an  effluent  control  filter,  can  we  really  stand  h> 
and  let  that  happen?  Would  we?  Prohahh'  not,  wliich  raises  the  caveat 
that  some  subjective  evaluations  cannot  be  absolutely  or  blindly 
trusted  just  because  thcyve  been  committed  to  paper  or  computer. 
The  analyst  and  the  manager  must  continue  to  exercise  business  judg- 
ment and  common  sense  in  the  use  of  this  tool  as  in  the  use  of  any 
other. 

16.  One  asset  or  project  may  be  subdivided  into  a  number  of  alternatives, 
each  of  which  deserves  its  own  Statement,  based  on  method  of  acquisi- 
tion. Acquisition  options  include: 

Purchase  new  asset 

Purchase  used  asset 

Rent  (as  distinguished  from  Leasing,  which  is  a  luiancing  method) 

Make  (as  opposed  to  buy) 

Convert/Upgrade/Downgrade  existing  assets 

Refurbish  as.sets  slated  for  retirement/replacement 

Share  cost  of  purchase  with  another  user  (joint  \'enture) 

Purchase  service  the  asset  would  provide 

Add  personnel  to  provide  service  asset  would  provide 

Accept  the  costs  of  doing  without 


ASSET  DEPRECIATION 

A  f<-w  words  are  in  order  about  possible  choices  for  depreciation  methods  es- 
pecially as  these  choices  are  inllueiicetl  by  fax  rctiuinMneiits. 

It's  useful  to  keep  in  mind  that,  theoretically,  depreciation  on  the  books 
and  in  management  reports  is  supposed  to  reflect  a  realistic  dec  linatioii  in 
value  as  assets  are  retained  and  used.  The  goal  for  tiix  purposes  is  to  minimi/e 
taxes.  With  tax  law  changes,  accoinUing  rules  and  inflation's  ebb  and  flow, 
both  book  and  fax  depreciation  have  tended  to  iucoinc  nioic  artificial  and 
less  reflective  of  reality 

There  are  live  basic  metliotls  oi  ileprecialion; 

1.  Straight  Line 

2.  Declining  Ralan(<- ( I )R) 

:i.   Sum  of  the  Years'  Digits  (SYD) 
4.    Usage  Uclcrcncc  H.tle 
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5.  Statistical  Historic  Measure 

6.  Artificially  Mandated  Depreciation 

Using  a  $10,000  asset  with  no  salvage  value  (which  would  be  subtracted  in 
all  cases  from  the  depreciable  base)  and  a  five-year  life  (and  lives  may  be  pre- 
scribed by  outside  requirements  such  as  the  tax  law),  the  following  para- 
graphs show  the  different  calculations  for  each  method. 

Straight  Line  is  the  simplest  method.  It  assumes  that  depreciation  occurs 
evenly  throughout  the  life.  Calculation  for  all  five  years  is  value  divided  by 
life:  $10,000/  5  =  $2,000  depreciation  per  year. 

Declining  Balance  assumes  greater  depreciation  initially,  declining  over 
time,  based  on  a  fixed  rate  applied  to  a  progressively  smaller,  yet  undepreci- 
ated base.  The  rate  is  a  percentage  of  straight  line  above  100%.  Double  DB 
(DDB)  uses  a  rate  of  200%  (i.e.,  a  multiplier  of  2)  and  would  look  like  this: 

Rate  =  (2)  (1/5)  =  40% 

Yr.  Base      X    Rate    =    Deprec.  Base      —    Deprec.    =    New  Base 


1 

10,000 

X 

40%    = 

4,000 

10,000    - 

4,000      = 

6,000 

2 

6,000 

X 

40%    = 

2,400 

6,000    - 

2,400      = 

3,600 

3 

3,600 

X 

40%    = 

1,440 

3,600    - 

1,440      = 

2,160 

4 

2,160 

X 

40%    = 

864 

2,160    - 

864      = 

1,296 

5 

1,296 

X 

40%    = 

518 

1,296    - 

518      = 

778 

Note  that  Double  DB  does  not  yield  full  depreciation;  778  is  left  in  this 
case.  Full  depreciation  can  be  accomplished  by  switching  to  straight  line  after 
the  midpoint  of  the  life,  which  would  yield  1,080  for  each  of  the  fourth  and 
fifth  years  (2,160/2). 

To  determine  the  logical  switch  point  (i.e.,  the  point  where  straight  line  for 
the  remaining  life  will  exceed  continued  DB  depreciation),  use  this  formula: 

Switch  Period  =  1  +  (Life  -  (Life/DB  Percentage)) 

Switch  Period  is  the  first  period  in  which  straight  line  (calculated  by  divid- 
ing the  remaining  balance  by  the  remaining  life)  is  used.  Roimd  up  the  frac- 
tion to  the  next  whole  integer.  Periods  may  be  in  months  or  years. 

Examples  with  a  30-year  life: 

200%  DB:  Switch  Year  =  1  +  (30  -  (30/2.00))  =  Year  16 

175%  DB:  Switch  Year  =  1  +  (30  -  (30/1.75))  =  Year  13 

150%  DB:  Switch  Year  =  1  +  (30  -  (30/1.50))  =  Year  11 

125%  DB:  Switch  Year  =  1  -)-  (30  -  (30/1.25))  =  Year    7 
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Sum  of  the  Years  Dibits  is  computed  by  applyini;  a  chaiiijiii.u;  ratio  to  the 
fixed  depreciable  base.  The  denominator  is  the  sum  of  the  numbers  1  to  n, 
vvliere  n  =  asset  life.  The  numerator  for  each  period  w  ill  be  those  same  num- 
bers taken  in  declining  order.  lx)oking  at  the  originid  $10,000  asset,  with  a 
five-year  life,  SYD  yields: 

Denominator  -  (n/2)(n-t-l)  =  (5/2)  (5+1)  =   15 


Yr. 

Ratio 

X 

Base 

= 

Depreciation 

1 

5/15 

X 

10,000 

= 

3,333 

2 

4/15 

X 

10,000 

= 

2,667 

3 

3/15 

X 

10,0(K) 

= 

2,000 

4 

2/15 

X 

10,0(K) 

= 

1,333 

5 

1/15 

X 

10,(K)() 

= 

667 

Total 

10,0(K) 

Thus,  SYD  yields  fidl  depreciation. 

Usafie  Reference  Rate  presumes  usaj^e  results  in  \  alue  (U-clination  (and  may 
therefore  be  the  most  economically  accurate).  If  the  sample  asset  here  has  an 
estimated  useful  life  of  2,500  operating  iiours,  depreciation  based  on  hours 
(the  reference)  would  look  like  tliis  uiveii  the  operatinij  .schedule  applied; 


Yr. 

Usage  Hours 

%  ol  2500 

D( 

■preciation 

halance 

1 

6(K) 

24.0% 

2,4(K) 

7,600 

2 

9(M) 

36.07o 

3.6{K) 

4, (KM) 

3 

400 

16.0% 

1,6(K) 

2.400 

4 

3(K) 

12.0% 

1,2(M) 

1.200 

5 

300 

12.0% 

1,200 

0 

Sidtisticdl  Historic  Measun'  deteruuiies  a  deprccialion  rati-  based  on  his- 
torical experience  with  like  assets.  Some  rates  are  available  from  mauulactur- 
ers,  industry  a.s.sociations  and  regulators,  rhough  a  first  cousin  ol  the  actual 
experience  of  Usage  Hefereu(c  Hale.  SUM  usually  dejireciates  over  time.  .As- 
sume the  $IO,(KK)  asset  was  one  uhuli  li.ul  been  studied  and  the  following 
economic  depreciation  rates  were  Ihuik!  In  .ipplv: 
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Yr. 

Statistical  Rate 

Depreciation 

1 

32% 

3,200 

2 

23% 

2,300 

3 

16% 

1,600 

4 

15% 

1,500 

5 

14% 

1,400 

Totals 

100% 

10,000 

Artificialltj  Mandated  Depreciation  follows  whatever  schedule  may  he  laid 
down  by  a  regulatory  authority,  such  as  tax  authorities.  As  a  politically  deter- 
mined method,  it  may  have  no  basis  in  reality,  or,  more  probably,  is  an  amal- 
gam of  several  methods. 

Again,  the  goal  of  depreciation  for  book  and  internal  reporting  should  be 
accuracy.  The  best  choice  tends  to  be  a  subjective  decision,  though  operating 
histories  with  similar  assets  are  often  a  good  indication  of  what  to  expect. 

Another  way  to  evaluate  the  accuracy  of  depreciation  is  through  use  of  the 
Asset  Replacement  Rate  formula: 

Asset  Purchases  —  Asset  Dispositions  —  Depreciation 
Average  Assets 

The  result  calculated  should  be  compared  to  rate  of  sales  growth.  Over 
time,  sales  growth  and  asset  growth  should  correlate  to  one  another. 

Some  managers  criticize  the  formula  as  too  much  of  a  generalization,  be- 
cause technological  developments  and  other  exogenous  events  may  skew  re- 
sults. It's  also  possible  that  changes  in  the  nature  of  operations  will  result  in 
different  sales  profiles,  which  may  limit  comparability.  Consequently,  it  may 
be  wise  to  make  these  calculations  on  a  divisional  or  other  line  of  business 
bases,  with  a  correspondingly  unbundled  set  of  sales  growth  numbers.  Over- 
head assets  (i.e.,  primarily  convenience  assets)  are  usually  excluded  from 
such  unbundled  computations. 

The  often  discussed  attribute  of  depreciation  as  a  "source"  of  cash  flow  is 
misleading.  Depreciation  does  not  produce  cash.  (Except,  perhaps,  to  the  ex- 
tent it  may  save  on  taxes  for  a  profitable  business.  That's  not  what  the  old  saw 
is  aiming  at.) 

All  depreciation  does  is  show  up  as  an  expense  on  the  Profit  &  Loss  State- 
ment, when,  in  fact,  unlike  most  other  expense  items,  no  casli  lias  been  paid 
out  for  it.  Yet,  when  an  asset  is  financed  (either  directly  or  indirectly),  depre- 
ciation may  well  inadvertently  reflect  a  cash  outflow  to  the  extent  of  mirroring 
the  unexpensed  principal  portion  of  debt  repayments.  So,  if  a  goal  of  the  fi- 
nancial statements  is  to  reflect  cash  flow,  one  might  prefer  a  book  deprecia- 
tion method  that  will  approximate  debt  repayment  schedules. 
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If  the  company  wants  to  simplify  accounting,  depreciation  may  just  he 
made  easy  by  following  the  company's  tax  depreciation,  even  though  the 
results  may  indeed  be  substantially  divorced  from  economic  reality.  The 
smaller  the  business  and  the  less  capital-intensive  (especially  if  privately 
held),  the  more  attractive  this  option  becomes. 

Tax  depreciation  seeks  to  minimi/.e  the  tax  burden,  which  usually  means 
maximizing  depreciation  as  soon  as  possible  to  defer  the  greatest  amount  ol 
taxes.  The  accelerated  methods,  if  permitted,  work  best.  Between  SYD  and 
DDB,  which  works  best? 

The  answer  can  be  calculated  by  treating  the  depreciation  foregone  in  year 
1  using  SYD  as  an  investment,  with  the  excess  depreciation  in  subsequent 
years  viewed  as  returns  on  that  investment.  Using  the  rate  of  return  fonnula 
previously  explained,  an  indiftercnce  point  can  be  calculated  for  various  lives, 
which  point  would  be  compared  to  the  company's  marginal  rate  of  return,  as 
the  value  of  the  future  returns  would  have  to  exceed  the  present  value  of  the 
depreciation  foregone  if  SYD  is  to  be  preferred. 

Making  these  calculations,  one  finds  that  if  a  company  can  be  sure  oi  depre- 
ciating for  at  least  four  years  (whatever  the  life,  as  long  as  more  than  4  years) 
SYD  will  just  about  always  be  preferable,  as  the  breakpoint  rate  of  return 
would  have  to  generally  exceed  28%.  Where  depreciation  beyond  3  years  is 
(luestionable  (i.e.,  because  the  asset  may  be  disposed  of)  the  following  rates 
apply,  with  the  rule  being  that  if  the  company's  marginal  rate  of  return  ex- 
ceeds the  breakpoint  rate,  DDB  is  preferable; 

Life  in  Years:        50         45         40         35         30         2.5         20  15  10  7  5 

Breakpoint 

ROR%:  1.95      2.15      2.41       2.74       3.16      3.76      4.63      6.00      8.49       11.18       13.81 

As  the  company's  marginal  rate  of  return  is  likely  to  be  above  most  of  these 
breakpoints,  with  the  possible  exception  of  7-  and  5-year  assets,  the  general 
rule  of  thumb  might  be  applied  that  any  asset  to  be  depreciated  more  than 
four  years  shotild  be  handled  by  SYD  if  permissible  under  the  t;L\  code. 

Note  that  marginal  rale  of  return  is  that  rate  of  return  that  the  company 
normally  exp<'cts  to  aciiieve  on  its  next  dollar  invested.  ,\Iterualivt-ly.  the  av- 
erage rate  of  return  for  all  company  assets  could  be  substituted. 

ASSET  MONITOIUNG 

Once  the  assets  are  (.bt.uncd,  a  new  set  of  responsibilities  is  assumed: 


1.  Conservation:  Security  and  \alue  retc  iition. 

2.  Tull  Utilization:  Most  prohlable  use  at  all  limes 

.).    Performance  Appraisal:  Measur«'<l  against  the  objectives  and  <-xpectu- 
tions  ironi  the  purchase  evaluation. 


ASSET  MONITORING 
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The  starting  point  for  asset  monitoring  is  the  estabUshment  of  and  mainte- 
nance of  an  asset  inventory  record.  A  sample  form,  which  should  be  custom- 
ized to  a  particular  company  s  needs  and  objectives,  looks  like  this: 


ASSET  INVENTORY  RECORD 

Location: 

Control  #: 

Asset  Description: 

Date  Ordered:                      Date  Received: 

Date  Installed: 

Acquired  From  (Name  and  Address): 

Warranty  Period: 

Warranty  Description  (What's  covered?): 

Insured  By  (Name  and  Address): 

Face  Amount:                       Deductible: 

Co-Insurance  %: 

Depreciation:                                Book 

Tax 

Basis 

Life 

Rate 

Method 

Date  Prepared:                     Prepared  By: 

Dept.: 

(Reverse  Side  of  the  Form) 


Asset  Maintenance  Record 


Date 


Work  Done 


Cost 


PM/BD?* 


('Preventive  Maintenance  or  Breakdown?) 

This  record  will  be  the  source  and  repository  of  the  critical  information 
needed  to  fulfill  these  responsibilities,  which  can  be  implemented  as  follows: 


Conservation 

1.  Assign  one  person  the  ultimate  responsibility  for  each  asset — type- 
writer to  secretary,  production  machine  to  operator,  calculator  to  financial 
analyst.  If  part  of  an  employee's  responsibilities  and  job  evaluation  include 
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the  condition  and  performance  of  particular  assets,  those  assets  are  likeK'  to 
be  more  carefully  protected. 

2.  Take  a  physical  inventory  of  all  assets  at  least  once  each  year.  Coniirni 
their  location  and  condition  in  writing  in  the  asset  inventory  record.  This  is 
especially  important  for  companies  with  assets  at  a  variety  of  locations. 

3.  Establish  a  preventive  maintenance  program,  with  the  responsibility  lor 
compliance  charged  to  the  employee  who  is  responsible  for  the  asset. 

4.  For  assets  representing  relatively  major  portions  of  capital,  maintain 
communication  with  parties  active  in  the  resale  market  for  that  asset,  in  case 
sale  or  lease  of  the  asset  becomes  desirable.  That  conlracl  may  save  valuable 
time  and  help  assvire  full  price. 

Full  Utilization 

1.  Consider  the  options  outlined  previously  for  upgrading,  downgrading. 
converting  and  refurbishing  assets  in  place  of  piuchases. 

2.  Coordinate  maintenance  .schedules  to  minimi/e  downtime  dnriug 
production. 

3.  Consider  additional  shifts  instead  of  a  larger  production  line. 

4.  Keep  an  index  of  machine  capabilities,  so  that  these  capal)ililies  are  not 
overlooked  when  new  kinds  of  demands  surhice. 

.5.  Set  out  written  contingency  plans  to  deal  with  breakdowns  and  other 
circumstances  of  unanticipated  availability. 

Performance  Appraisal 

1.  Audit  asset  performance  at  least  yearly. 

2.  Audit  both  operating  statistics  and  tlie  subjective  evalu.dion  ol  the  asset 
l)y  polling  users,  including  especially  the  person  assigiu-d  to  the  asset. 

,3.  \u  considering  operating  statistics,  perform  a  variance  analysis  against 
the  originally  anticipated  results. 

4.  Hecompute  the  Time  Matrix  .Stateuu-nt  against  reiilacenu-nl  alterna- 
tives, especially  if  the  machine  is  substantially  outperforming  or  underper- 
forming. 

.'5.  Clu-ck  the  resale  market  lor  assets  on  a  spot  basis  and  consider  th<- 
profitability  of  a  .sale  as  an  alternative  to  retention 


chapter  Ten 

MAXIMUM  VALUE  FROM  THE 
BANKING  RESOURCE 


Few  business  relationships  are  as  important  as  that  maintained  with  your 
bank.  Without  external  cash  availability,  many  opportunities  would  be  lost 
and  few  crises  survived. 

In  this  chapter  we'll  analyze  that  relationship,  with  particular  attention  to 
its  formation  and  cultivation.  We'll  explore  a  variety  of  advantages  that  rela- 
tionship can  foster  in  addition  to  ready  cash.  We'll  examine  ways  of  minimiz- 
ing the  cost  of  funds  and  making  the  most  of  funds  availability.  Throughout 
the  chapter  we'll  see  how  attention  to  your  company's  role  in  the  relationship 
can  actually  improve  the  company's  operations,  crystallize  its  plans  and  clar- 
ify its  objectives. 


CHOICE  OF  BANK 

Never  in  the  history  of  civilized  society  have  so  many  sources  of  external 
funds  been  available  to  businessmen.  One  hundred  years  ago,  it  would  have 
been  ludicrous  for  a  medium-sized  Kansas  City  company  to  do  some  of  its 
banking  and  borrowing  on  a  regular  basis  with  a  Swiss,  Japanese  or  Middle 
Eastern  bank.  Today  such  relationships  are  increasingly  commonplace.  De- 
spite the  letter  of  the  law,  interstate  banking  is  reality.  More  and  more  major 
cities  are  becoming  national  money  centers.  More  and  more  banks  are  involv- 
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ing  themselves  in  increasingly  complex  kinds  of  transactions  and  offering  the 
newest  kinds  of  services. 

With  so  many  bankers  generally  eager  to  develop  new  banking  business, 
how  should  a  company  choose  its  bankers?  These  factors  are  fretjuently  cited 
as  considerations,  although  their  relative  importance  will  vary  with  company 
objectives  and  circumstances: 

The  Human  Link 

Knowing  someone  at  a  particular  bank  provides  a  great  starting  point. 
Whether  a  relative,  close  friend  or  nodding  acquaintance,  the  banker's  previ- 
ous knowledge  of  your  existence  gives  you  a  leg  up  in  the  establishment  of 
banking  ties.  Computers,  electronic  transfer  systems,  automatic  tellers  and 
monstrous  skyscrapers  notwithstanding,  the  banking  relationship  is,  as  nuich 
as  ever,  fundamentally  based  on  mutual  trust.  If  you've  already  established 
the  kernel  of  a  relationship  (or  a  whole  cornstalk)  that  gives  the  bank  reason  to 
trust  and  respect  you  and  your  company,  you're  beyond  square  one. 

Furthermore,  while  many  managers  may  be  subconsciously  complacent 
about  their  bank's  ability  as  a  safe  repository  of  funds,  there  is  nuich  more  to 
trust  than  the  simple  confidence  that  the  bank  will  not  go  belly  up  or  ab.scond 
with  your  funds.  The  ability  to  move  money,  acquiring  and  spending  it.  is  the 
essence  of  economic  power.  The  bank  that  is  less  efficient  in  handling  your 
account,  a  whit  slower  than  others  in  getting  the  money  where  you  want  it, 
when  you  want  it  there  and  in  the  form  you  need  it,  a  dram  more  brus(jue 
with  your  customers,  vendors  or  employees,  or  a  bit  less  accommodating  re- 
garding special  requests,  is  not  earning  the  trust  (or  deserving  of  the  profits) 
you  have  placed  in  it.  Thus,  your  knowledge  of  the  bank  and  its  people  gives 
you  a  second  leg  up. 

If  no  such  "human  link"  exists,  the  customer  should  conduct  a  few  inter- 
views, based  on  the  other  factors  relevant  to  his  situation.  Heferences  from 
other  business  relationships,  trade  associations  and  iK-rsonal  bankers  (who 
may  well  be  the  appropriate  choice  himself),  all  are  useful  in  developing  a  list 
of  banking  prospects.  Where  information  is  meager,  the  direct  approach  lor 
making  in(|uiry  is  the  most  effective.  Bankers  will  mulersfand  that  you  need 
to  size  them  up  as  they  do  you. 

Word  of  caution,  hi  rlosrhi  held  Inisiiwssis.  it  ituiy  not  he  the  hvst  idea  to  use 
the  samr  hanker  for  holh  husiurss  and  personal  nerds,  as  prohlems  in  one  area 
mail  then  ram/  over  into  the  other.  Vracticallij  spenkinn..  however,  the  mixture 
maij  he  unavoidahle.  in  uhieh  rase  the  owner  should  nuike  the  mo.st  of  the  rela- 
tionship hi/  hriniiinn  his  full  eronomir  u^-ifiht  to  hear  in  tran-uictions  and  nego- 
tiations witli  the  hank 

I.,4>ci)tion 

For  the  small  business,  braiuh  or  division,  location  is  often  a  matli  r  oi  wiiat 
bank  is  closest  to  the  office.    That's  not  an  altogether  foolish  criterion.  Km 
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ployee  time  for  bank  deposits  and  other  business  counts.  So  does  conve- 
nience for  employees  in  cashing  paychecks.  It's  easier  to  maintain  communi- 
cation and  visibihty  with  a  bank  around  the  corner  instead  of  around  the 
world.  And,  in  a  pinch,  proximity  may  come  in  handy.  While  meaningful  in 
this  sense,  however,  location  should  carry  more  decisional  weight  in  a  differ- 
ent context. 

That  context  is  community,  political,  regional  or  national  presence.  For  a 
company  just  getting  started  or  attempting  to  establish  itself  in  a  new  market 
or  new  area,  a  relationship  with  a  local  banker  can  become  an  important  ref- 
erence and  contact  if  properly  orchestrated.  A  new  outlet  opening  in  the  ru- 
ral heartland  is  not  going  to  impress  local  townspeople  with  its  money  center 
banking  connections,  but  they  probably  will  be  somewhat  pleased  and  im- 
pressed to  know  that  the  company  has  put  a  lot  of  money  into  the  local  bank 
and  the  outlet  manager  and  bank  president  (who's  almost  certain  to  be  a  lead- 
ing citizen)  are  on  a  first  name  basis.  On  a  grander  scale,  but  similar  in  im- 
pact, the  company  that's  dickering  for  tax  concessions  and  regulatory  breaks 
on  a  new  facility  may  well  get  a  better  deal  by  bringing  the  local  bank  (which 
in  foreign  lands  may  be  the  state  bank)  into  the  picture  as  a  business  ally. 

Point  to  remember.  Dealing  with  foreign  banks  is  essentially  the  same  as  deal- 
ing with  domestic  ones.  While  language  and  regulations  may  differ,  the  funda- 
mentals of  trust  and  the  identity  of  goals  are  still  there.  Consequently,  it  is  vir- 
tually essential,  and  by  no  means  very  difficult,  to  establish  a  good  banking 
relationship  in  each  country  in  which  a  company  plans  to  do  business.  The 
bank's  knowledge  of  customs,  economy,  currency,  etc.  will  all  make  the  opera- 
tions function  more  smoothly  from  the  outset. 


Size 

Size  and  safety  often  go  together,  but  that  does  not  mean  that  the  biggest 
bank  is  always  the  best  for  your  needs.  It  may  be  that  a  "big  fish  in  a  small 
pond "  is  the  better  way  to  go.  If  you're  not  president  of  a  stock-exchange 
listed  company  (and,  often,  even  if  you  are)  the  chances  of  your  going  to  the 
president  of  a  multinational  money  center  bank  to  back  your  loan  or  special 
request  (if  you  know  the  president  in  the  first  place)  are  nil.  But,  on  the  local 
banking  scene,  it  may  both  be  possible  and  make  all  the  difference  in  the  ac- 
complishment of  your  objectives.  Finally,  when  it  comes  to  size,  a  company 
should  be  certain  that  the  bank  is  large  enough  to  accommodate  its  needs. 
However  else  it  may  fit,  there's  obviously  no  sense  in  seeking  a  hundred- 
million-dollar  line  of  credit  from  a  billion-dollar  asset  bank. 


Specialization 

Some  banks  are  known  to  specialize  in  certain  areas,  while  others  are  known 
to  be  unfamiliar  with  certain  kinds  of  transactions.  The  obvious  example  is 
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international  banking.  Any  company  dealing  regularly  in  the  international 
arena  should  have  a  money  center  bank  among  its  relationships,  though  such 
a  bank  does  not  have  to  be  tlie  lead  bank.  That  statement  used  to  mean  that 
the  company  had  to  have  a  New  York  bank  or  a  San  Francisco  hank  in  its  cor- 
ner. Today,  the  term  money  center  is  much  broader,  embracing  Atlanta, 
Philadelphia,  Houston,  Chicago,  Los  Angeles  and  Boston  among  others. 

Some  banks  develop  expertise  and  familiarity  with  certain  industries  (e.g., 
Pittsburgh  banks  and  steel),  which,  ii  you  happen  to  be  in  that  industry,  may 
be  not  only  an  understanding  source  of  hmds,  but  also  an  excellent  source  oi 
information. 

Some  banks  are  regional  specialists.  Their  dominance  of  the  linancial  life  ol 
a  geographic  area  may  be  an  important  fact  of  life  when  operating  in  that  re- 
gion. Their  knowledge  of  the  structiue,  sociology,  economy  and  politics  ol  a 
region  may  be  as  important  as  their  financial  assistance. 


Services 

Decide  what  the  things  are  that  you  want  the  bank  to  do  and  then  be  sur(>  the 
bank  has  the  capability  to  handle  the  re(iuirement.  A  partial  checklist  oi  \w- 
tentially  important  services  includes: 


BANKING  SERVICES  CHECKLIST 

Accoimt  Analysis  and  iU'porling  Leasing 

Appraisals  Letters  of  Credit 

Automatic  Reconciliation  1^>'»'S  "f  ^ ""'^l'' 

Bankers'  Acceptances  I'Otl-  l^<>^  Processing 

Business  Consulting  Merchant  lianking 

Checkwriting  and  Bookkeeping  Mo'xy  Management 

Computer  Service  N'-"  >  M.ukrI  investnunl 

Correspondent  Services  Mortgages 

Credit  h.surane<-  Non-i-Vd  Cl.-aring 

Daily  Balance  Beporting  Olfsho.e  Services 

Kc-onon.ic  Analysis  Ovexh ait  I  ...an  Privileges 

Klectn.nic  K.mds  Transfer  Pension/funds  Manag.uu-nt 

Employee  Check  ( -ashing  I'r.-Aulhori/.-d  ( ;he(  king 

Kxecutive  Personal  KinaMcial  Pl.innini;  Kmi-.l.-  nisi.nrsum 

Kx|>()rt  Kinan.  ing  .Securities  fransaclions 

Factoring  Specialized  Financing 


BANKING  SERVICES  CHECKLIST 
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Faster  Check  Clearing 

Foreign  Currency  Denominated  Accounts 

Foreign  Exchange 

Forward  Market  Transactions 
Government  Sponsored  Programs 
Imprest  Account  Services 
International  Branches 
International  Services 


Special  Form  Drafts 
Swiss  Banking 
Syndicate/Consortium 
Formation 

Tax  Deposits 
Transfer  Agent 
Trusteeships 
Wire  Transfers 
Zero  Balance  Account 
Disbursing 


Efficiency 

An  important  part  of  the  trust  reposed  in  the  bank  focuses  simply  on  the 
bank's  ability  to  handle  transactions  expeditiously.  Banking  is  a  service  busi- 
ness. Efficient  delivery  of  services  is  the  essence  of  such  a  business. 

The  only  sure  way  to  gauge  the  efficiency  of  the  bank  is  to  have  some  direct 
experience  with  it.  Until  experience  can  be  obtained,  however,  one  must  go 
on  the  basis  of  reputation,  just  as  in  the  choice  of  any  other  vendor.  Informa- 
tion about  banks  and  their  reputations  can  be  obtained  from  these  sources, 
among  others: 


Trade  Associations 

Suppliers 

Dun  &  Bradstreet 

Chamber  of  Commerce 

Better  Business  Bureau 

Accountants 

Insurance  Agents 


Competitors 

Customers 

Robert  Morris,  &  Associates 

Comptroller  of  the  Currency 

State  Banking  Regulators 

Attorneys 

Stockbrokers  &  Investment  Bankers 


Cost 

While  cost  usually  looms  large  in  the  selection  of  most  vendors,  cost  in  terms 
of  direct  payments  to  a  bank  is  somewhat  less  significant  in  the  general 
choice.  It  will  become  more  important  in  individual  transactions,  where  the 
company's  leverage  and  negotiating  skill  will  come  into  play  as  in  any  other 
"purchase"  transaction. 

Where  cost  is  more  important  is  in  the  indirect  impact  on  overall  opera- 
tions, as  a  function  of  the  bank's  servicing,  efficiency  and  cooperation.  The 
bank  that  minimizes  indirect  costs  and  saves  money  for  its  customers  by  pro- 
viding the  best  cash  handling,  the  most  favorable  loan  terms  (which  embraces 
far,  far  more  than  just  an  interest  rate)  and  the  most  effective  execution  of  re- 
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quests,  especially  the  provision  of  information,  is  the  most  desirable  bank  to 
do  business  with. 

ONE  BANK  OR  SEVERAL? 

As  activity  proliferates  and  varying  banking  recjuirements  arise,  chances  in- 
crease that  additional  banking  relationships  need  to  be  established.  Geo- 
graphical expansion,  entry  into  new  markets,  new  ventures,  changes  in  tech- 
nology and  just  plain  old  growth  all  promote  the  need  for  nuiltiple  banking 

ties. 

The  sum  of  the  parts  of  such  multiple  banking  relationships  will  often  be 
greater  than  the  same  activity  as  a  whole  concentrated  in  one  bank.  More 
rapid  cash  collection  and  net  higher  aggregate  cash  balances  are  possible. 
More  sources  of  credit  and  very  probably  a  greater  dollar  availability  of  funds 
will  accrue  with  multiple  relationships.  A  wider  range  of  expertise  is  at  hand 
to  call  upon. 

Nonetheless,  multiple  ties  are  not  for  everyone,  nor  should  expansion 
of  banking  be  engaged  in  recklessly.  Each  relationship  requires  a  certain 
amount  of  attention,  time  and  administrative  input.  There  are  no  ecx)nomics 
of  scale.  In  fact,  the  burden  tends  to  expand  geometrically,  for  each  demands 
a  new  measiire  of  control  and  coordination.  Each  absorbs  its  own  precious 
management  time. 

An  improperly  handled  relationship,  or  one  that  deteriorates  from  neglect, 
does  far  more  harm  than  one  never  ventured.  C;redibility  and  reputation  may 
suffer.  Few  industries,  if  any,  enjoy  the  tremendous  degree  of  wmpetitor  co- 
operation and  exchange  of  information  as  banking.  Thus,  a  failure  with  one  in- 
stitution can  conceivably  have  a  cliilling  impact  on  many  others,  including 
older  and  more  .solid  relationships. 

In  using  more  than  ()i\e  bank,  care  need  be  taken  that  contlicling  bank  re- 
(juirements  not  arise,  or  if  llu-y  do  arise,  they  not  confuse  operations.  For  ex- 
ample, one  bank  may  insist  on  a  particular  percentage  for  a  comp<'nsating  bal- 
ance, whereas  another  may  recpiire  a  Hat  figure.  When  planning  cash  uses 
and  availability,  tliese  dilfcrences  nuist  be  taken  into  account. 

Another  danger  to  In-  on  the  lookout  for  is  simultaneous  i  l.auup  oi  sliort- 
lern.  credit.  (For  ll.e  uuiuitiatcd,  banks  oitcn  rcpure  that  short-term  lin<-s  be 
paid  olTin  full  and  remain  inuised  during  a  poilion  of  the  year  — usually  a 
month.)  If  nu)re  tlian  one  bank  re(|uues  a  clcinup  ..I  the  sanu-  time,  a  sudd.  i. 
lash  (low  crisis  may  develop 

One  should  also  recogni/.e  that  when  a  variety  <.l  banks  i)Iar<'  .c.iuMcin.Mts 
on  a  borrower,  the  nu)st  conservative  bank  will  set  the  tone  lor  the  ollu  is 
'Ilnis,  if  three  of  four  banks  do  not  restrict  dividend  pavont.  but  the  lotutli 
docs,  payouts  arc  restricted.  Under  such  cin  uiustaiu-es,  tli<-  Inn.'  is  np.-  lor 
reconsideration  of  icIalioMship  rninilici  lour 


ESTABLISHING  THE  RELATIONSHIP  203 

Such  reconsideration  does  not  necessarily  mean  a  cancellation  of  the  rela- 
tionship. It  may  merely  mean  a  discussion  with  the  offending  bank.  A  substi- 
tute for  the  dividend  restriction  may  have  to  be  accepted,  but  if  it's  one  that  is 
already  in  force  under  terms  from  the  other  three  banks,  it  is  not  an  unworthy 
sacrifice.  Alternatively,  the  offensive  loan  might  be  refunded  elsewhere, 
while  the  company  continues  to  take  advantage  of  other  services  offered  by 
the  bank.  If  the  loan  is  refinanced,  the  other  three  banks  may  each  be  willing 
to  pick  up  a  piece  of  the  loan,  demonstrating  an  advantage  of  multiple  ties. 

Properly  handled,  such  a  change  in  the  relationship  should  not  be  re- 
sented. Often  the  banks  will  suggest  it.  Frequently  they  will  welcome  it. 
They  will  be  pleased  with  the  dilution  of  risk  and  glad  to  find  that  their  confi- 
dence and  trust  in  the  customer  have  been  confirmed  by  others.  The  two 
things  they  will  resent  however  are  playing  the  banks  off  against  one  another 
or  the  disregard  of  past  favors.  In  that  sense,  they  are  much  like  most  suppli- 
ers and  most  human  beings. 

ESTABLISHING  THE  RELATIONSHIP 

Once  the  need  is  identified,  introductions  made  and  initial  confidence  estab- 
lished, the  first  transactions  should  usually  not  be  too  complicated.  Opening 
of  a  clearing  account,  say,  for  payroll  or  imprest  funds,  or  participation  in 
some  foreign  exchange  or  other  specialized  transfers  are  the  best  ways  to  get 
the  business  relationship  underway. 

The  first  transactions  involving  extensions  of  credit  by  the  bank  should  usu- 
ally take  one  of  five  forms: 

1.  A  short-term  note  (e.g.,  90  days),  best  being  sought  for  a  specifically 
identifiable  purpose  that  will  clearly  be  "self-liquidating.  "  For  exam- 
ple, the  receivables  generated  from  a  specific  contract  with  a  comple- 
tion date  leading  maturity  of  the  note  by  30  to  45  days  (so  that  payment 
will  arrive  as  the  note  falls  due)  is  the  textbook  case.  Of  course,  the 
note  will  be  payable  out  of  general  company  funds  if  the  contract  is  ex- 
tended or  late  in  payments.  However,  it  may  be  that  the  note  can  be 
renewed. 

2.  A  secured  loan  for  a  specific  piece  of  equipment  (e.g.,  computer,  vehi- 
cle, material  handling  equipment). 

3.  An  equipment  lease  for  the  same  kind  of  item. 

4.  A  line  of  credit  for  working  capital. 

5.  A  letter  of  credit,  which  is  a  form  of  transaction  particularly  common 
for  initial  overseas  dealings. 

In  other  words,  the  initial  transaction  should  be  a  simple  and  fairly  discreet 
one  in  terms  of  tracing  cash  flow.  First  impressions  being  lasting  impressions, 
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the  opening  shot  is  designed  to  be  one  in  uliich  little  can  go  wrong  and  com- 
plex or  extended  negotiations  are  avoided. 

As  the  credit  record  is  strengthened  with  the  bank,  and  as  the  relationship 
flourishes,  more  intricate  and  longer-term  credit  arrangements  can  be  made. 
From  the  simple  and  discreet  borrowings  abo\e,  it  is  not  a  long  journey  to  re- 
volving credit  lines,  floor  plan  financing  and  even  long-term  financing. 

Of  course,  if  the  company's  needs  are  not  the  kind  that  fit  into  simple  and 
discreet  patterns,  go  forward  with  confidence  and  candor,  recognizing  that  a 
more  complicated  transaction  may  be  more  diflicult  to  sell  to  the  bank.  Even 
so,  rare  will  be  the  banker  who  will  turn  you  awa>-  cold. 

LOAN  ARRANGEMENT  TACTICS 

Banking  is  perhaps  the  only  business  in  which  the  ciistoincr  sells  the  sup- 
plier. The  customer  sells  credibility.  The  best  way  to  establish  and  maintain 
credibility  is  to  provide  a  timely  stream  of  accurate  and  relevant  information. 
When  seeking  a  loan,  the  best  way  to  go  about  it  is  to  prepare  a  tciitten  pro- 
spectus for  each  transaction.  Such  a  prospectus  not  only  will  keep  the  bank 
up-to-date,  but  like  many  a  written  plan,  it  will: 

1.  Clarify  the  company's  own  objectives  and  plans 

2.  Raise  issues  that  cause  management  to  prepare  for  contingencies  that 
might  otherwise  become  crises 

3.  Provide  continuity  of  purpose  within  the  company 

4.  Provitle  a  basis  for  firm  administrative  control 

5.  Yield  a  historical  data  base  for  analysis 

6.  (Jive  the  company  a  storehouse  of  ideas  for  future  transactions 

The  prospectus  will  include  these  (hKUincnts: 

1,  Introduction.  An  introductory  statement  about  the  borrower.  If  it's  a 
nrst-lime  loan,  a  more  detailed  description  of  the  borrower  is  in  order.  l'"()r 
sul).se(iuent  borrowings,  a  brief  capsule  is  enough,  complemented  by  a  \  crb  il 
statement  of  recent  developments,  new  undertakings,  major  jilans.  vW. 

Avoid  being  too  "blue-sky"  about  the  company  in  these  statements.  II  there 
are  real  problems,  do  not  hide  them.  Hut  don't  give  a  negative  pit  ture  or  be 
loo  modest.  .Strive  for  accuracy.  Slum  apologies. 

Voint  to  rrmemher.  Your  n^urst  util  Ukihj  U"  lirfoir  a  hum  lomiuiltrr.  not  all 
iifu'hosr  uwmhrrs  will  hr  as  fdmilidi  uilli  i/oii  as  ijour  Uum  offirvr.  lo  whom 
i/iiii'll  hr  prcwnlitiu  the  prosprrtus  and  rripusl  llrnrr.  dim'l  hr  iiiniid  to  he 
rrprtitlvr.  li(m\<i(lion  to  tiaii.uirtioii .  Too  miirh  iuloniuiliou  i\  rrrldiidij  pnf- 
erahli-  lo  too  little. 
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2.  Rundown  of  Management .  A  thumbnail  sketch  of  each  officer  (and 
sometimes  the  Board  of  Directors  or  its  Executive  Committee)  is  appropri- 
ate. Include  education,  career  background  and  history  with  the  company  and 
industry.  Just  give  facts.  Do  not  use  subjective  descriptions  like  "This  hand- 
some and  effective  Vice  President.  .  ."  Facts,  not  PR.  Where  a  loan  is  sought 
for  a  particular  project  (e.g.,  the  launching  of  a  new  division  or  the  funding  of 
operations  on  a  major  contract),  a  sketch  of  the  lead  personnel,  perhaps  in- 
cluding data  on  special  skills  exceptionally  relevant  to  the  project,  is  a  valu- 
able inclusion. 

3.  Professional  References.  Attorneys,  CPA's,  insurance  agent  or  broker, 
consultants  and  other  professionals  of  importance  used  by  the  firm  ought  to 
be  listed.  Even  if  the  bank  does  not  use  these  for  direct  reference,  their  pres- 
ence says  the  company  has  the  necessary  competent  assistance  in  technical 
areas.  This  section  is  also  recommended  for  use  in  listing  trade  association 
memberships. 

4.  Credit  References.  Four  or  five  solid  references  are  enough.  Land- 
lords, mortgages  and  utilities  should  be  left  out,  as  it  is  generally  accepted 
that  every  company  will  let  those  credit  relationships  go  bad  at  the  very  last. 
Consequently,  if  they  are  listed,  the  inference  may  be  drawn  that  there  are 
no  other  good  references  left,  to  the  detriment  of  the  company.  If  you  have 
relationships  with  other  banks,  these  should  be  included  in  this  section. 

5.  Customer  Listing.  A  list  of  the  company's  major  customers  (unless  the 
borrower  is  a  retailer)  will  help  to  show  both  stability  and  credit-worthiness  of 
the  company's  receivables.  The  best  references  are  blue  chips  to  whom  the 
company  makes  a  material  amount  of  sales.  Consider  yourself  fortunate  if  you 
can  list  a  bank  as  a  customer.  Avoid  listing  blue  chips  that  are  occasional  buy- 
ers, small-order  buyers  or  long-ago  customers,  as  their  presence  on  the  list,  if 
checked  out,  may  smack  of  puffing  in  tacit  violation  of  the  atmosphere  of  mu- 
tual trust.  A  list  of  twenty  to  forty  customers  representing  at  least  twenty  per- 
cent of  sales  is  a  reasonable  barometer,  with  the  approximate  aggregate  sales 
percentage  stated  in  the  description  of  the  sheet.  It  is  probably  not  necessary 
to  show  the  precise  dollar  or  percentage  sales  of  each  customer  on  the  list. 

Because  customers  are  the  source  of  sales,  which  are  the  source  of  repay- 
ments, statistics  which  reflect  positively  on  the  company  might  also  be  in- 
cluded, such  as: 

Growth  in  Number  of  Customers 
Growth  in  Sales  per  Customer 
Growth  in  Average  Sale  Size 
Percent  of  Customers  Repeating 

6.  Balance  Sheet.  Include  an  up-to-date  balance  sheet.  If  it  s  late  in  the 
year,  it  may  be  a  good  idea  to  include  the  previous  audited  year-end  l)alance 
sheet  and  the  most  recent  unaudited  interim  one. 
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The  format  for  these  statements  need  not  he  overly  detailed,  although  the 
complete  balance  sheet  should  be  available  to  the  bank.  A  sufficiently  exposi- 
tory statement  would  be  laid  out  like  this: 


Assets 


Liabilities  &  Ecjuity 


Cash  and  Equivalents 

Net  Receival)les 

Inventory  (state  how 

valued) 

Other  Current  Assets 

Total  Current  Assets 
Net  Plant  and  Equipment 
Other  Assets 

Total  Assets 


Current  Liabilities 

Notes  Due  Within  One  Year 

Long-Term  Debt 

Total  Liabilities 
Capital  Stock 
Retained  Earnings 

Total  Etpiity 

Total  Liabilities  and  Equity 


Tip.  If  the  compamj  tijpicnllij  rrports  on  the  cash  ho.sis.  it  vmy  make  sense  to 
show  the  statements  on  both  the  cash  and  accrual  methods .  While  exact  accrual 
accounting  tcill  likehj  he  too  time-consuming  to  execute,  a  rou^h  accrual  state- 
ment can  he  developed  Inj  factoring  in  receiiahles  and  material  accruals  such 
as  payables,  payroll  and  taxes.  Include  as  backup  data  for  the  balance  .sheet  an 
itetnized  li.tt  of  accounts  receivable  and  an  itemized  list  of  accounts  payable, 
both  of  which  oufiht  to  be  aged.  and.  of  course,  tie  in  to  the  balance  sheet  lines. 
A  similar  sihcdule  of  corporate  debt  is  also  useful. 

7.  Operatiuii  History.  Show  at  least  a  five-year  history,  regardless  of  tin- 
term  of  the  loan.  If  the  loan  being  applied  for  is  eight  years  or  longer,  use  a 
ten-year  history.  Companies  less  than  two  years  old  use  a  nioiitli-to-iiiontli 
history.  In  some  cases  (luarterly  data  is  acceptable.  Even  for  older  outPifs,  il 
data  throughout  the  year  is  not  consistent,  or  if  a  few  recent  months  or  (iiiar- 
ters  deserve  highlighting,  ihcy  (an  he  broken  out  scpamtclv  in  addition  to 
the  five-  or  ten-year  histor>'. 

The  statements  need  not  be  certified,  but  if  certified  statements  are  avail- 
able, th<-y  should,  of  course,  be  used.  Do  not  be-  afraid  to  mix  audited  and 
unaudited  data  (say  the  last  few  years  against  the  last  few  months)  so  Icmg  as 
the  distinction  is  clearly  identified 

Statements  need  not  be  extremely  detailed,   fry  this  breakdown; 
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X  COMPANY 
OPERATING  HISTORY 

Yearl       Year  2       Year  3      Year  4      Year  5 


Latest 
6  Mos. 


Revenue 
Direct  Expense 

Gross  Profit 

Indirect  Expense 
G  &  A  Expenses 

Operating  Profit 
Interest 

Net  Pretax 
Taxes 

Net  After  Tax 


8.  Cash  Flow.  Use  the  same  time  frame  as  operating  history.  A  good  format 
would  be: 

X  COMPANY 
CASH  FLOW  HISTORY 

Latest 
Year  1     Year  2     Year  3     Year  4     Year  5     6  Mos. 

Opening  Cash  Balance 
Cash  From  Operations 
Net  Borrowings 

(+  or  -) 
Net  Change  Current 

Accounts  (+  or  — ) 
Other  Cash  Flow 
Net  Change 
Closing  Cash  Balance 

9.  Projections .  Income  and  cash  flow  projections,  both  corporately  and  for 
a  loan-related  project  are  included.  Projections  should  match  the  loan  period 
and  assume  that  the  loan  is  made  in  exactly  the  form  requested.  It  may  be  ef- 
fective to  combine  the  projections  with  the  operating  and  cash  flow  histories. 

Try  this.  Instead  of  a  set  of  exact  predictions,  show  a  range  of  expectations . 
Such  a  "min-max"  approach  prevents  charges  of  misrepresentation  and  shows  a 
nice  degree  of  sophistication .  Use  Best/ Most  Likely  fWorst . 
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10.  Footnotes.  P^inancial  statement  footnotes  should  he  kept  to  a  mini- 
mum. Auditors'  footnotes  can  he  referred  to  hy  a  statement  like:  'Additional 
footnotes  to  the  expanded  financial  statements  were  made  hy  our  auditors 
and  are  availahle  separately."  Too  many  footnotes  will  be  cx)nfusing  and  tend 
to  detract  from  the  salahility  of  the  document.  Hit  the  hiiihliphts,  not  the 
whole  spectrum. 

11.  Insurance.  A  schedule  of  major  liability  and  casualty  policies,  showing 
carrier,  deductible,  co-insurance  and  limits  of  liability  demonstrate  to  the 
bank  the  extent  of  the  company's  protection  (and  the  protection  of  its  secu- 
rity) in  the  face  of  abnormal  occurrences.  Include  keyman,  buy-sell  and  um- 
brella policies,  especially  when  the  borrower  is  a  closely  held  concern. 

12.  Attorney  Opinion  Letter.  A  letter  from  an  independent  counsel 
stating  that  there  are  no  pending  lawsuits  or  other  actions  expected  to  have  a 
material  effect  on  the  company  is  a  standard  ingredient.  If  there  is  the  danger 
of  a  material  problem,  .so  that  a  "clean"  opinion  cannot  be  obtained,  then  the 
opinion  ought  to  include  a  description  of  the  potential  outcomes  and  impacts 
on  the  company.  Have  the  attorney  tell  specifically  whether  such  results 
would  be  likely,  in  his  opinion,  to  encumber  the  company's  ability  to  repay 
the  loan.  If  possible,  have  the  attorney  also  give  his  assessment  of  the  likeli- 
hood of  each  outcome.  Attorney  letters  may  also  certify  the  valid  incorpora- 
tion (or  registration)  and  the  authority  of  the  signatories. 

13.  lntanp,ihles  As.surance.  Where  the  loan  or  operations  will  be  espe- 
cially dependent  on  the  continuation  or  existence  of  a  contract,  copyright, 
patent,  franchise,  license  or  other  intangible,  evidence  thereof  might  well  be 
included  in  the  prospectus.  If  such  an  intangible  is  in  process  (e.g.,  patent  ap- 
plication filed)  an  expert  appraisal  of  the  situation  may  also  be  included. 

14.  lAxni  Request.  A  generali/ed  verbal  description  of  the  loan  sought  will 
include  the  purposes  for  the  loan,  the  i)enc-fits  it  is  expected  to  generate  and 
the-  imi>act  on  the  comi^any  if  the  loan  is  denied.  Also  include  a  description  ol 
how  the  loan  will  be  repaid,  slating  the  source  of  the  cash  expected  to  be  used 
for  payoll. 

15.  Tenns.  .Show  the  comi^any's  rc-coniMicnd.ttions  lor  the  struc  tiuc  oi  the 
deal.  A  iiunehlist  formal  like  this  uia\  do  (he  trick: 

LOAN  AM()UNT:.$2.(){K).()(K) 

LOAN  'ni'L;  Eciuipment  Coll.itc  rai 

DOWN  I'AYMKNT:  2()'/r  per  unit  williui  -W  (la\  s  of  unit  (liliM-ry 

SI'XIUIU'IT:  Vehicle  Fleet  (50  TractorAI  railers* 

KUNI)IN(i:  Over  next  six  months  as  (-(luipuienl  is  ddiscrt  il  and  accepted 

m-'.l'AYMKNT:  Direct  Heduction  Lo.m  MonthK   i'.ninenls 

M.A'iriUIY    Light  Years 
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PREPAYMENT:  2%  Penalty  Year  1;  1%  Penalty  Year  2;  None  thereafter 

RATE  CALCULATION:  Fixed  at  1V2%  Over  Current  Bank  Prime 

RENEWABILITY:  None 

FEES:  '/2%  Commitment  Fee 

RESTRICTIONS:  Company  to  carry  casualty  insurance  at  least  equal  to 
outstanding  loan  value  for  each  vehicle. 

SPECIAL  TERMS:  Company  has  firm  purchase  commitment  for  30  vehi- 
cles and  option  for  up  to  an  additional  20.  Company  to  draw  down  loan 
on  a  pro  rata  basis  for  vehicles  accepted,  without  penalty  if  entire  loan  is 
not  funded. 

Obviously,  such  a  set  of  terms  requires  a  detailed  knowledge  of  the  bank  s 
lending  practices,  so  that  the  proposal  is  neither  extremely  unpalatable  to  the 
bank  nor  missing  an  opportunity  for  the  company.  Naturally,  the  list  is  sub- 
ject to  negotiation. 

Propounding  a  list  that  is  known  to  contain  unreasonable  terms  in  the 
hopes  of  obtaining  bargaining  leverage  will  risk  inconsistency  with  the  con- 
cept of  trust.  Negotiations  should  generally  center  on  the  amount  funded  and 
the  rate.  Occasionally  a  compromise  will  be  needed  over  restrictions.  The 
borrower  should  kno.v  the  bank's  policies  on  collateral  and  not  monkey 
around  with  it.  The  only  issues  raised  over  security  ought  to  be  the  appraisal 
value  on  which  the  parties  should  not  be  too  far  apart  in  the  first  place.  For 
smaller  companies,  it  is  not  unreasonable  for  owners  to  try  to  avoid  personal 
liability,  although,  until  certain  size  and  operating  parameters  are  met, 
chances  for  success  are  small. 

16.  Budgeted  Uses.  Tell  how  the  money  will  be  put  to  use.  In  this 
example: 

15  Replacement  Vehicles:  $    600,000 

25  Expansion  Vehicles  1,000,000 

10  Backup/Contingency  400,000 

TOTAL  LOAN  $2,000,000 


17.  Personal  Data .  Where  a  loan  is  to  be  personally  guaranteed,  the  per- 
sonal financial  statements  of  the  guarantors  are  included.  Also  include  data  on 
personal  casualty,  liability  and  life  insurance. 

Point  to  remember.  The  data  you  provide  wUl  not  be  the  only  information  the 
bank  obtains.  Most  bankers  will  use  Dun  ir  Bradstreet  reports  or  reports  from 
Robert  Morris  6  As.wciates.  Therefore,  it's  a  Rood  idea  to  try  to  gef  hold  of 
these  before  submitting  your  material,  so  you  can  defuse  any  contradictions . 
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CONFUCTING  PERSPECTIVES 

In  making  its  loans,  the  bank  is  ultimately  concerned  with  just  one  thing:  re- 
payment with  profit.  From  that  single  goal  emerge  other  issues  such  as  ade- 
quate security,  rates  and  repayment  schedules. 

The  bank  wants  assurance  that  the  loan  will  be  repaid  from  one  of  three 
sources: 

1.  Ideally,  funds  generated  from  the  profitable  application  of  the  loan  will 
nicely  cover  the  payback.  Where  the  direct  generation  of  funds  may 
not  be  identifiable  (e.g.,  overhead  items  like  refinbishment  of  a  head- 
quarters), overall  operations  have  to  carry  the  burden. 

2.  In  the  event  that  operations  fail  to  meet  expectations,  the  bank  wants 
to  be  able  to  obtain  repayment  from  the  sale  of  assets,  especially  those 
that  are  the  object  of  the  loan. 

3.  If  cases  1  and  2  are  still  insufficient,  repa>nK'nt  nuist  c>ome  from  an- 
other legally  obligated  source,  such  as  a  guarantor. 

In  one  form  or  another,  these  concepts  guide  the  banks  in  reaching  their 
decisions  about  the  creditworthiness  of  a  borrower  and  his  loan  proposal.  II 
the  customer  can  ciualify,  the  banker  prefers  to  make  the  loan,  as  that  is  the 
real  source  of  bank  revenue  and  income. 

Meanwhile,  the  borrower's  principal  goal  is  not  merely  repayment  of  the 
loan,  but  a  profitable  return  on  the  loan.  The  customer  has  a  limited  array  of 
.security  sources  to  offer  while  the  fimds  for  reimnienf  are  being  generated. 
The  greater  the  secvnity  given  on  one  loan,  the  less  there  is  to  go  arountl  for 
fiiture  needs,  and,  theoretically,  the  more  stringent  the  constraints  on  the 
company's  growth,  profitability  and  future.  (Hemcmber,  for  instance,  the 
cash  constraint  on  inventory  funding.)  The  shorter  the  payback  period,  the 
less  opportunity  to  compound  the  earnings  on  the  fimds  and  the  greater  the 
straiTi  to  earn  the  adc(iuate  rate  of  return. 

Within  the  framework  of  these  connicting  perspectives,  customer  to  bank, 
the  shrewd  borrower  can  employ  several  strategies  to  mold  a  loan  structure 
that  fits  the  borrower's  goals  and  to  coax  lliat  larger  ainounl  oflunds  from  tlie 
reluctant  lender. 

LOAN  MOLDING  STHATKCIES 

The  |(>ng<-r  the  Irrm  ol  llic  loan,  llic  less  ola  str.iui  lis  rcpa>  incut  places  on 
lh«-  borrower,  not  only  b.-cause  tin  n-s  more  tunc  to  generate  the  luiuK  lor 
the  repavment.  but  also  beianse  each  sehcduled  repayment  (e.g..  monthls  > 
will  I.e  lower.    Tarliculailv  wli.n  mil. it..).,  is  r.imp.int.   the  borrower  sIk.uI.I 
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seek  to  stretch  the  period  of  repayment  as  much  as  possible,  as  it  is  attractive 
to  pay  back  a  loan  with  less  valuable  dollars  in  the  future.  Getting  one 
$10,000  four-year  loan  is  also  better  than  getting  two  consecutive  two-year 
loans  of  $5,000  each,  all  other  things  being  equal,  for  these  reasons: 

1.  Uncertainty  about  funding  of  the  second  loan  is  eliminated,  making 
planning  easier. 

2.  Uncertainty  about  the  terms  (especially  the  rate)  on  the  second  loan  is 
likewise  eliminated,  again  providing  stability. 

3.  The  company  has  a  contingency  reserve,  at  least  in  the  early  term  of 
the  loan. 

4.  There  is  a  saving  in  administrative  time  and  cost  in  dealing  with  just 
one  borrowing  transaction. 

The  factor  mitigating  against  larger  and  lengthier  loans  is  the  risk  that  the 
capital  cannot  be  profitably  employed.  If  a  company  is  not  in  a  declining  mar- 
ket, that  should  be  an  unusual  occurrence.  Hence,  the  incentive  to  stretch 
payment  time  is  usually  there  and  might  be  accomplished  with  some  of  these 
concepts: 

1.  Balloon.  By  structuring  the  loan  so  that  payments  are  lower  over  the 
life  of  the  loan  with  a  lump  sum  due  at  the  end  of  the  term,  as  opposed  to 
higher  payments  that  will  entirely  amortize  the  loan,  the  company  has  the 
same  advantage  during  the  life  of  the  loan  as  if  it  were  on  a  longer  repayment 
schedule.  When  the  balloon  is  due,  it  can  often  be  converted  into  a  new  loan, 
refinanced  with  another  lender  or  absorbed  as  part  of  a  larger  loan,  if  the 
company  cannot  pay  it  off  entirely. 

2  Autotnatic  Renewability.  If  the  bank  will  agree  to  renew  the  loan  at  the 
option  of  the  company,  the  company  has  the  assurance  of  capital  availability 
for  the  longer  period  of  time.  This  feature  is  most  desirable  when  dealing 
with  a  note  that  is  not  being  amortized  (e.g.,  discounted  note)  or  where  a  bal- 
loon is  involved. 

3.  Collateral  Substitution.  By  using  longer-lived  collateral,  the  borrower 
provides  a  rationale  to  the  lending  institution  for  a  longer-term  loan. 

4.  Partial  Collateral  Releases.  If  the  security  is  composed  of  more  than 
one  item  (e.g.,  several  buildings  or  a  fleet  of  vehicles),  arrange  to  receive  re- 
leases of  some  of  the  collateral  ratably  as  the  loan  is  paid  down.  Lenders 
should  agree  as  long  as  the  remaining  security  comfortably  covers  the  unpaid 
balance.  The  releases  provide  "new"  collateral  for  additional  loans  and  elimi- 
nate any  restrictions  on  use  under  the  old  loan.  There  will  generally  be  some 
minimal  administative  costs  to  effectuate  the  releases. 
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5.  Longer  Collateral  Writeoff.  By  slowing  down  the  write-olVtimc  for  the 
collateral,  the  same  rationale  applies.  Essentially,  longer  write-oiT  means 
stretching  the  life  of  the  collateral. 

Potential  pitfall.  Um^er  period  must  he  reasonable  and  cannot  he  .«>  inconsis- 
tent with  tax  andfmamial  reporting  as  to  jeopardize  tax  status  or  crcdihility. 

6.  Uneven  Payment  Teniis.  Structure  the  payment  scliedulc  for  lower  re- 
payment in  the  earlier  part  of  the  schedule,  with  higher  amounts  due  in  the 
later  part,  averaging  out  to  essentially  the  same  payment  as  if  a  level  pa>  nient 
plan  were  used.  This  tactic  gives  the  company  more  time  to  make  the  applica- 
tion of  funds  productive. 

Warning.  This  strategy  tvill  also  increase  interest  paid  over  the  life  of  the  loan . 
If  the  schedule  is  too  "deep"  the  company  also  runs  the  risk  of  being  too  tightly 
constrained  toward  the  end  of  the  term. 

7.  Drawdown.  Being  able  to  draw  funds  in  smaller  increments  as  neetlod 
against  a  larger  loan  commitment  has  the  twin  advantages  of  saving  interest 
costs  antl  giving  the  borrower  confidence  to  apply  for  a  larger  loan.  It  ma>'  be 
necessary  to  pay  a  commitment  fee  on  the  whole  balance  to  secure  drawdown 
rights,  but  where  the  money  won't  be  needed  all  at  once  and/or  wliere  it  ma\ 
even  prove  to  not  all  be  needed,  the  up-front  cost  may  be  worthwhile.  In  am 
event,  drawdown  rights  provide  a  terrific  measure  of  flexibility  in  cash  flow 
planning  and  management. 

8.  Rcin.statement  Rights.  Default  or  the  possibility  of  it  is  always  a  touchy 
subject.  Borrowers  must  tread  carefully  here.  Nonetheless,  a  borrower  ought 
to  try  to  obtain  the  right  to  reinstate  in  the  event  of  default  so  as  to  be  able  to 
pay  all  moneys  in  arrrears  and  continue  on  with  the  loan.  At  minimum,  be- 
fore the  loan  is  considered  irrevocably  in  default  (especially  if  there's  major 
assets  pledged  as  security),  the  borrower  should  be  entitled  to  notice  and  a 
chance  to  cure  any  problem.  Kcimomic  winds  and  the  iustabilily  of  the  busi- 
ness environment  are  just  too  potent  to  ignore  any  opportunity  to  curtail 
risks.  Once  such  terms  are  included  in  a  loan,  it's  much  easier  to  arrange  tlu> 
same  terms  in  future  loans  with  th(-  same  lender. 


PREPAYMENT  AND  THE  RULE  OF  78s 

It  is  always  wise  to  uuhid.-  prciiayuwut  lights  in  any  loan  agrecmrut.  lU-iiig 
able  to  prepav  a  loan  allords  these  Ixik  Ills: 

1.    II  permits  the  compauv  (n  avoid  b.ing  sa.ldl.-d  will.  .I.bl  thai  cannot 
be  ijrolitably  (rmployed. 
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2.  It  permits  the  company  to  take  advantage  of  changes  in  the  capital 
markets,  such  as  a  reduction  in  interest  rates  relative  to  the  loan  rate 
or  improvements  in  the  equity  market  that  yield  a  relatively  lower  cost 
of  capital. 

3.  It  permits  the  company  to  restructure  debt  with  a  minimum  of  obsta- 
cles, in  such  situations  as  a  debt  consolidation. 

4.  Where  the  cost  of  debt  capital  is  high  and  the  company  does  better 
than  anticipated,  reduction  of  debt  may  be  the  most  effective  invest- 
ment of  the  cash,  which  would  be  prohibited  without  prepayment 
rights. 

Even  where  prepayment  will  involve  a  penalty,  the  company  is  frequently 
better  off  having  the  option  to  prepay  with  a  penalty  than  to  have  no  right  at 
all.  If  prepayment  becomes  viable,  the  cost  of  the  penalty  can  be  factored  into 
the  calculations  of  the  overall  transaction  series  of  which  the  prepayment  will 
be  a  part. 

Wherever  possible,  avoid  prepayment  tied  to  the  "Rule  of  78's"  which  most 
lenders  will  claim  is  not  a  penalty.  The  Rule  is  a  technicality  which  can  pro- 
vide a  lender  with  substantial  extra  interest,  though  it  is  not  considered  a 
penalty  within  the  meaning  of  law.  However,  it  might  as  well  be. 

The  Rule  of  78's  derives  its  name  from  the  sum  of  the  numbers  1  to  12,  as 
there  are  12  months  in  a  year.  The  Rule  can  be  applied,  however,  to  a  loan  of 
any  length.  The  operative  theory  is  that  the  lender  earns  interest  in  propor- 
tion to  the  ratio  of  the  payment  number  (in  reverse  order)  to  the  sum  of  the 
number  of  payments.  (A  lot  like  calculating  depreciation  using  Sum  of  the 
Years  Digits.) 

The  longer  the  term  of  the  loan  and  the  earlier  the  payoff  in  that  term,  and 
the  greater  the  interest  rate,  the  greater  the  cost  imposed  by  the  Rule  rela- 
tive to  the  loan  amount.  On  a  12%  loan  for  $50,000  over  60  months,  paid  off  in 
the  second  month,  the  cost  is  $145.99,  which  raises  the  effective  rate  of  inter- 
est for  the  two-month  loan  to  14.61%  per  annum  from  the  stated  12%.  Watch 
out  for  the  Rule  of  78's  and  delete  it  whenever  possible  if  you  are  doing  the 
borrowing. 

From  the  lender's  standpoint,  the  logic  supporting  a  prepayment  penalty 
(or  whatever  it's  called  in  the  loan  documents)  consists  of  one  or  more  of  these 
arguments: 

1.  The  bank  has  incurred  certain  administrative  costs  in  making  the  loan, 
which  the  bank  had  expected  to  recoup  ratably  over  the  life  of  the  loan.  It  is 
foreclosed  from  so  doing  if  prepayment  is  made. 

Point  for  counter-argument.  If  there  is  a  loan  commitment,  origination  or  dis- 
count fee,  that  should  he  compensation  for  the  administrative  costs. 
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2.  The  bank  has  predicated  its  own  capital  and  debt  structure  on  certain  as- 
sumptions and  projections  inchiding  the  current  state  of  its  loan  portfolio.  If 
prcpa\  ment  occurs,  the  mix  of  its  loan  portfolio  changes  accordingly.  The 
bank  is  entitled  to  compensation  for  the  disruption  of  its  carefully  laid  plans. 

3.  When  a  loan  is  prepaid,  the  bank  has  the  opportunity  cost  of  lost  future 
income.  While  it  seeks  another  borrower  for  these  same  funds,  it  deser\es  to 
be  compensated  on  a  theory  similar  to  that  of  a  landlord  who  keeps  a  security 
deposit  when  the  tenant  vacates  before  the  end  of  the  lease  term. 

4.  In  accepting  the  prepayment  and  closing  out  the  loan  early,  the  bank  in- 
curs some  new  administrative  costs  it  deserves  compensation  for. 

5.  Money  has  its  market  price  like  any  other  commodity.  If  the  market- 
place for  money  is  able  to  get  the  higher  price  for  its  money  through  such  a 
penalty,  the  bank,  as  a  rational  business  entity  seeking  to  maximize  its  own 
profits,  ought  to  take  advantage  of  the  market  situation. 

Despi'e  all  these  points,  the  borrower  may  still  have  some  negotiating 
room.  One  alternative  is  to  seek  a  declining  penalty,  so  that  prepayment  can 
be  made  later  in  the  loan  term  (when  it  is  more  probable  an\way)  without  a 
penalty,  or  at  least  a  lower  one.  Uiter  in  the  term  the  bank  has  recovered 
more  of  its  administrative  costs  and  faces  a  smaller  opportunity  cost. 

A  second  negotiating  stance  is  to  seek  a  waiver  of  the  penalty  (or  a  reduc- 
tion) if  the  loan  is  refinanced  by  the  same  bank.  Arguing  for  this  approach  can 
be  especially  effective  when  the  penalty  waiver  is  based  on  a  new  loan  at  a 
higher  rate.  While  it  may  seem  momentarily  foolish  to  accept  such  a  proposi- 
tion, as  the  borrower  may  wonder  why  he  ought  to  refinance  at  a  higlier  rate. 
the  concept  makes  more  sense  when  the  higher  rate  is  lower  than  the  eflec- 
tive  rate  on  the  old  funds  if  the  penalty  is  paid.  This  argument  prevails  when 
the  new  loan,  for  an  assumedly  larger  amount,  will  be  conditioned  on  elimi- 
nation of  the  old  one. 

Third,  prepayment  is  just  anotlier  bargaining  chip  in  the  overall  bank  ri-la- 
tionship.  Where  a  loan  is  being  sought  with  the  likelihood  of  prepavnicnt  rel- 
atively high,  other  bargaining  chips  such  as  higher  t-ompensating  l)alanc<s  or 
higher  conunitnieni  fees  might  be  economically  substituted. 


GETTING  laiu;i:h  loans 

While  a  eomiwny  may  not  always  draw  down  the  limit  of  its  credit  and  nnglit 
even  never  draw  it  down,  llu-  larger  the  loan  lin«-,  the  more  jwwer  an<l  confi- 
dence the  company  can  have  in  its  own  operations  In  negotiating  a  loan 
package  or  line  of  credit,  these  approaches  may  niak.'  llic  dilVc  icntc  between 
a  large  enough  lin<-  and  a  luggardly  one  or  even  between  an  cvtcnsinn  ol  hank 
credit  and  none. 
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1.  Unbundling.  Make  a  series  of  transactions,  rather  than  one.  For  exam- 
ple, if  a  borrower  already  has  a  general  line  of  credit,  rather  than  asking  for  an 
increase  therein,  the  borrower  leaves  the  general  line  unchanged  and  instead 
seeks  a  separate  specific  purpose  loan,  such  as  an  equipment  collateral  loan. 

2.  Bundling.  Conversely,  the  consolidation  of  a  number  of  smaller  loans 
into  one  package  will  often  improve  the  appearance  of  the  balance  sheet  and 
will  improve  cash  flow  if  the  term  of  the  "bundled"  loan  averages  out  longer 
and/or  the  interest  rate  is  lower  than  the  weighted  average  aggregate  rate  of 
the  replaced  loans.  Consequently,  the  capability  of  the  company's  cash  flow 
to  support  a  net  higher  level  of  debts  is  improved. 

3.  Tax  Benefit  Passthrougb .  By  structuring  a  loan  in  the  form  of  a  lease, 
the  lessor-lender,  who  takes  title  to  the  new  equipment,  can  keep  the  tax 
benefits,  such  as  depreciation  and  investment  tax  credits.  Consequently,  the 
lender  can  accept  a  lower  interest  rate  as  part  of  the  lender's  return  as  de- 
rived fi-om  tax  savings.  With  a  lower  rate,  the  loan  can  be  for  a  higher  amount 
and  still  be  within  the  company's  repayment  ability.  For  example,  assume  a 
$100,000  loan  request,  that  the  bank  will  fund  for  a  five-year  term  at  12%  to 
cover  new  equipment  costing  $125,000.  Monthly  payments  on  the  loan  on  a 
level  payment  full  amortization  basis  will  be  about  $2,225.  If  the  transaction 
can  be  structured  to  give  the  bank  title,  depreciation  and  tax  credits,  the  bank 
is  willing  to  make  a  9  %%  loan.  If  the  monthly  payment  is  held  constant,  the 
loan  amount  it  will  support  at  9  YsVc  is  about  $106,250,  giving  the  company  an 
85%  loan  instead  of  an  80%  one.  The  bank  also  has  the  added  security  of  title 
superior  to  a  lien.  Such  a  structure  is  particularly  attractive  for  the  borrower 
when  there  is  doubt  that  the  company  can  use  all  of  the  tax  benefits. 

4.  Funding  Option.  The  company  obtains  the  right  to  draw  down  addi- 
tional funds  if  some  contingency  is  met.  For  example,  the  company's  line  of 
credit  will  be  X%  larger  if  the  CPA's  audited  statement  due  within  the  next 
thirty  days  shows  a  net  worth  of  $A,  sales  exceeding  $B  and  net  income  over 
C%  on  sales. 

5.  Collateral  Substitution.  While  mentioned  earlier  to  support  stretched 
repayment,  higher  valued  collateral  used  on  a  specific  loan  will  also  support  a 
larger  amount. 

Point  to  remember.  During  inflationary  times,  reappraisal  of  collateral  may 
well  show  a  higher  value  than  expected  by  the  company.  Additionally,  an  inde- 
pendent appraiser  may  be  able  to  suggest  steps  that  can  be  taken  (e.g.,  refur- 
bishment of  a  vehicle)  that  will  yield  higher  value  above  the  investment  to  ac- 
complish it. 

6.  Pledge  of  Future  Collateral.  A  guarantee  to  the  bank  is  made  that  as  ad- 
ditional assets  are  acquired,  they  automatically  become  collateral  on  which 
the  bank  has  a  lien.  This  concept  is  most  useful  when  increases  in  current 
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assets  like  accounts  receivable  and  inventory  are  anticipated  in  line  with 
greater  sales. 

7.  Collateral  Upgrade.  By  getting  assets  reappraised  or  by  making  im- 
provements to  assets  which  add  to  the  \  alue  by  more  than  the  cost  ot  the  im- 
provement (not  uncommon  with  real  estate,  especialK),  a  borrower  can  show 
a  greater  security  value  in  order  to  secure  a  larger  loan. 

8.  Guarantees.  Personal  guarantees  from  owners,  or  corporate  guarantees 
from  other  affiliates,  are  equivalent  to  an  ii\crcase  in  collateral. 

9.  Subordination.  Arranging  for  a  new  loan  to  have  legal  priorit>  over 
older  loans  gives  the  lender  stronger  collateral.  Usually,  subordination  is  au- 
tomatic where  stockholder  and  affiliate  loans  are  outstanding.  Sometimes, 
other  lenders  (e.g.,  venture  capitalists)  will  subordinate.  It  is  also  possible  to 
arrange  limited  subordination  whereby  specilic  collateral  is  segregated  as 
pledged  to  older  lenders.  However,  as  to  all  other  assets,  their  claim  for  any 
deficiency  (i.e.,  shortfall  in  value  in  the  collateral  against  the  loan  in  the  event 
of  default)  will  be  subordinated. 

10.  Restrictions.  Promises  by  the  company  to  take  or  not  take  certain  ac- 
tions prevent  the  company's  worth  from  deteriorating  and  collateral  value 
from  being  impaired  in  the  eyes  of  the  bank,  as  the  restrictions  reduce  risk. 
For  example,  the  company  may  be  required  to  retain  insurance  of  a  certain 
kind  or  size,  may  be  forced  to  limit  salaries  for  top  officers  or  even  all  employ- 
ees, may  be  prohibited  from  ()ther\vise  encumbering  certain  as.sets  or  may  be 
required  to  limit  dividends. 

11.  Multiplied  Entities.  By  establishing  subsidiaries  and  affiliates,  it  may 
be  possible  to  acquire  an  aggregate  of  debt  greater  than  could  be  obtained  il 
all  activities  were  under  one  corporate  umbrella.  This  is  fieiiuently  the  case 
when  a  company  is  engaged  in  a  number  of  different  businesses,  as  certain 
kinds  of  activity  are  viewed  an  inherently  more  credit-worthy  than  others. 
When  all  are  rolled  into  one  package,  the  least  credit-worthy  will  often  be 
viewed  as  the  lowest  common  denominator  lor  making  loan  (l(cision>.  in- 
cluded in  this  concept  are  captive  finance  companies. 

12.  Drnumstrations.  While  not  precisely  a  financing  leclmi(|iic,  product 
demonstrations,  plant  visits,  systems  demonstrations,  physical  asset  displays 
and  other  person-to-per.son  communications  that  provide  tangible  evidence 
of  corporate  growth,  capacity  and  expertise,  may  be  the  crucial  link  to 
prompting  the  e.xtra  measure  of  banker's  conndcnic  lli.il  iicnnits  llic  new  or 
lain*'''  loan 

Amidst  the  techmcalitics  oi  (he  Ir.insat  lions,  do  not  lose  siuiit  nl  llic  ii.iluic 
of  the  relationship.  C;ontinue(l  eflorls  lo  sdengthcn  the  relationshii)  will  oll<n 
case  th«'  technical  transactions  and  make  the  banking  relationship  a  mullidi- 
meiisional  corporate  asset. 


chapter  Eleven 


PRIME  SOURCES  AND  USES  OF 
BANK  DEBT  ALTERNATIVES 


No  matter  how  successful  a  company  is  with  its  banking  relationships,  there 
will  always  be  a  ceiling  on  the  amount  that  can  be  borrowed  there.  Cir- 
cumstances will  also  arise  in  which  a  company  needs  additional  capital,  but 
doesn't  want  to  wear  out  the  welcome  mat  at  the  bank.  And,  of  course,  there 
is  always  an  underlying  desire  to  obtain  as  many  sources  of  capital  as  possible, 
because  capital  sufficiency  provides  many  opportunities  and  cures  many  ills. 
This  chapter  offers  a  panorama  of  bank  debt  alternatives  geared  to  funding 
short-  and  intermediate-term  needs.  Unlike  permanent  capital,  which  is  the 
foundation  of  business  activity,  these  alternatives  are  designed  as  lubricants 
to  operational  activity. 


OBJECTIVES 

The  search  for  this  additional  capital  encompasses  one  or  more  of  these  ob- 
jectives: 

1.  Cash  Need.  Something  needs  doing  and  needs  cash  to  fund  the  doing. 
There  may  be  an  outright  cash  shortage  or  the  funding  of  a  more  complex  re- 
quirement, but  it  boils  down  to  wanting  cash. 

2.  Diversity  of  Funding.  Prospectively,  a  diversity  of  sources  with  which  a 
company  is  experienced  gives  wider  future  opportunities  to  draw  more  cash 
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for  differing  needs.  Current  diversity  is  also  attractive,  because  no  single  pro- 
vider of  funds  can  then  exercise  too  much  power  over  the  company's  activi- 
ties through  exercise  of  its  lender's  rights. 

3.  Least  Cost.  The  lower  the  cost  of  the  funds,  the  more  profitably  they 
can  be  employed  and  the  lower  the  risk  in  accepting  them.  A  search  among 
alternatives  must  naturally  consider  comparative  costs. 

4.  Custom  Design .  Specific  loan  terms,  from  drawdowii  to  maturity,  are  as 
much  a  key  to  profitability  as  any  other  aspect.  Flexibility  in  terms  translates 
into  ability  to  seize  the  operational  opportunity.  This  is  a  point  worth  some  at- 
tention. Too  many  managers  concentrate  on  the  pure  (juantitatives  of  cost 
and  yield.  Yet,  financing  is  a  prospective  endeavor.  Whatever  plans  exist  for 
the  capital  once  obtained,  these  plans  are  just  that— plans.  Contingencies, 
detected  or  unexpected,  can  best  be  met  when  a  company  has  the  chance  to 
respond  with  a  minimum  of  third-party  restrictions.  As  we  examine  these  al- 
ternatives, we'll  see  ways  in  which  terms  can  be  shaped  to  provide  that  flexi- 
bility, save  money  and  reduce  risk. 

Whatever  the  objectives,  know  them  in  advance  of  launching  the  search. 
Decide  which  can  be  c-ompromised  and  in  what  priority.  The  clearer  the 
searcher's  idea  of  his  needs,  the  easier  it  will  be  to  match  the  capital  source  to 
the  capital  need. 

Point  to  remember.  A  carefully  sjielled-out  plan,  presented  with  confidence 
and  evidencing  a  management  atop  its  business  tvill  itself  he  a  poti>erful  per- 
suader of  lenders . 


CONCEPTS 

The  root  concept  of  these  alternatives  may  be  summed  up  this  way: 
"Banks  fund  the  general;  alternatives  fund  the  specific." 

In  other  words,  the  opportunity  to  be  found  in  these  alternatives  lies  in 
relating  capital  to  a  specific  need,  specific  use  and  specific  security  for  tin- 
lender.  The  bank's  view  is  over  the  whole  corporation.  While  the  entire  cor- 
poration's credit  will  always  be  at  issue  to  every  lender,  the  alternative  source 
will  and  should  be  focused  |)rimarily  on  a  single  area  of  endeavor  involving 
discreet  assets  and  delimited  expenditures. 

Through  such  an  approach  a  comi)any  will  find  that  tlie  sum  of  tiic  parts  of 
its  ca|)ital  searches  through  altcniativcs  will  be  greater  than  the  whole  fi- 
nanced through  the  singular  liankiug  link  (even  if  the  link  is  forged  with  a 
consortium  of  banks). 

There  are  a  few  reasons  why  this  concept  .ipplics: 
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1.  Some  alternative  lenders  are  willing  to  accept  more  risk,  usually  be- 
cause they  are  demanding  a  higher  return  on  their  invested  capital. 

2.  Some  alternative  lenders  are  in  a  better  position  to  take  advantage  of 
certain  kinds  of  security  than  a  bank  would  be,  and,  accordingly,  are  ready  to 
offer  more  funds  for  the  identical  security. 

3.  The  expertise  of  some  alternative  lenders  permits  them  greater  insight 
and,  hence,  greater  confidence  in  certain  transactions  than  a  bank  might 
have. 

4.  In  some  cases,  the  alternative  lender  has  an  additional  axe  to  grind,  such 
as  the  consummation  of  a  sale.  That  is  not  the  concern  of  the  banker. 

5.  In  yet  other  cases,  special  relationships,  such  as  the  obvious  one  of  par- 
ent to  subsidiary,  or  perhaps,  the  more  subtle  one  of  key  supplier  to  cus- 
tomer may  offer  unusual  opportunities. 

6.  Sheer  market  power  coupled  with  a  different  business  perspective  than 
the  banking  industry's  may  be  the  key  to  yet  another  set  of  sources. 

7.  Last,  but  of  substantial  import,  alternative  lenders  are  much  less  likely 
to  be  constrained  by  the  plethora  of  regulators  and  regulations  surrounding 
the  banking  industry,  and,  thus,  are  likely  to  be  freer  to  innovate  and 
speculate. 

The  ability  to  analyze  the  planned  transaction  for  the  conceptual  links  born 
of  special  circumstances  will  permit  a  company  to  find  the  necessary  source. 
Coupled  with  proper  cultivation,  a  company  will  find  itself  with  much 
stronger  financial  resources. 

APPLICATION— POSITION  AND  CAPTURE 

Strategically,  the  acquisition  of  capital  will  not  be  accomphshed  in  a  vacuum. 
The  use  of  these  sources  must  be  fitted  into  the  corporate  capital  budget.  Too 
many  such  loans,  lenders  and  leverage  are  as  damaging  and  dangerous  as  any 
other  corporate  excess.  The  building  of  the  capital  budget  will  be  examined 
in  a  later  chapter. 

Given  a  certain  potential  level  of  such  alternative  funding,  lead  from 
strength.  The  stronger  the  specific  project,  the  greater  the  chance  of  success. 
The  weaker  points  of  the  company  should  be  conceptually  pooled  for  consid- 
eration via  bank  funding.  As  an  example,  if  the  tangible  assets  to  be  acquired 
with  the  borrowed  funds  will  tend  to  have  markedly  lower  resale  value  (and 
therefore  lower  value  as  security)  and  these  assets  are  to  be  used  in  servicing 
blue  chip  customers,  look  to  the  receivables  as  the  principal  security,  not  the 
tangible  assets.  That  decision  will  lead  to  certain  types  of  lenders  as  prime 
targets  and  certain  types  of  loans  as  the  likely  kind  to  be  considered. 

Tactically,  follow  these  steps: 
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1.  Determine  the  project  to  be  funded.  Ideally,  several  projects  will  be  se- 
lected and  ranked  by  desirability.  (The  term  "project"  is  used  in  the  broad 
sense  of  intended  use  for  the  funds  accjuired.) 

2.  Determine  the  amount  of  funds  needed.  Set  a  range  of  acceptable  fund- 
ing, as  rigid  requirements  may  be  both  unachievable  and  unnecessary. 

Beware  this  pitfall.  Don't  set  the  lower  end  of  the  range  at  too  hare  a  minimum 
in  the  hopes  of  capturinp,  the  money  tcithout  appcarinp.  too  demanding,  as  un- 
dercapitalizinp,  any  project  is  practicalhj  a  guarantee  of  failure. 

3.  Determine  the  terms  desired.  (The  checklist  in  the  "LOAN  MOLDING 
STRATEGIES"  section  of  Chapter  10  is  applicable  here.) 

4.  Choose  a  limited  group  of  qualified  lenders  as  targets. 

5.  Prepare  a  proposal  package.  (Use  the  Chapter  10  format,  \\ith  appropri- 
ate modifcations.) 

6.  Submit  the  package  for  negotiation. 

7.  Close. 

With  these  fundamentals  established,  let's  look  at  some  alternative  .sources 
and  their  characteristics. 


COMMERCIAL  PAPER 

In  a  sense,  we  begin  with  an  exception.  Commercial  paper  involves  the  issu- 
ance of  unsecured  debt  in  marketable  form.  Teclmically,  ami  in  fact  from  the 
market's  viewpoint,  it  is  used  to  fund  general  short-term  working  capital  re- 
(juirements  of  the  issuer.  Maturities  of  one  year  are  long  by  conuncrcial  paper 
standards.  Hence,  there  is  a  potential  disadvantage.  Commercial  paper  can 
be  "rolled"  (i.e.,  refinanced)  but,  of  course,  at  the  going  rale  when  rolled,  so 
lliat  the  use  of  commercial  paper  for  funding  long-term  jirojects  is  to  be 
avoided  because  of  the  dangers  of  interest  rate  variations 

Being  unsecured,  paper  also  has  the  desen-ed  reputation  of  Ixing  a\  ailable 
under  most  circumstances  only  to  those  with  mar  impeccable  credit.  Its  at- 
tractiveness at  any  point  in  time  is  largely  a  function  of  the  prime  rate,  as 
short-term  bank  debt  and  conunercia!  jiaper  are  generally  considered  infer- 
changeal)le  to  the  borrower,  the  preference  i)eing  lor  tli«'  lower  cost.  Com- 
mercial paper  has  more  often  connnanded  the  lower  rate. 

Nonetheless,  for  larger  compani<-s,  conuncrcial  paper  is  worth  considc-riiig. 
If  a  company  is  publicly  traded  or  preeminent  in  its  indnstrv,  it  is  a  candidate 
for  connnercial  paper  borrowing.  I  he  kcv  lo  cr,i(king  the  maik<t  is  the 
dealer. 

The  dealcTs,  the  iiivc-slnicnl  bankers,  iucinne  llie  t.ictical  target  for  tlu-  l")- 
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tential  offeror.  If  the  dealer  is  willing  to  attempt  the  sale,  chances  are  the 
financing  can  be  accomplished.  The  dealer  will  be  willing  if  confident  that  the 
company's  credit  standing  is  snfficient  to  warrant  a  particular  rate.  Compar- 
ing the  dealer's  proposed  rate  to  market  conditions  and  the  prime  is  the  acid 
test. 

For  the  larger  company  already  in  the  commercial  paper  market,  there 
may  come  a  time  when  the  company  is  able  to  consider  direct  issuance  of  pa- 
per without  a  dealer.  Market  power,  a  long  and  strong  track  record  and  a  so- 
phisticated staff  with  ample  connections  to  buyers  are  the  minimum  prereq- 
uisites for  such  an  attempt.  The  savings  in  cost  can  be  substantial,  though  the 
exercise  is  certainly  not  for  the  occasional  borrower. 

In  breaking  new  ground  in  the  commercial  paper  market,  the  rating  of  the 
paper  becomes  the  le\'ering  factor.  Ratings  are  determined  internally  by  the 
dealers  themselves  and  publicly  by  agencies,  the  most  well-known  of  which  is 
the  National  Credit  office,  a  subsidiary  of  Dun  &  Bradstreet.  Such  ratings  are 
based  on  typical  financial  standards,  with  concentration,  naturally,  on  attrib- 
utes most  likely  to  be  salient  in  the  short-term. 

RECEIVABLES  FINANCING 

Discounting,  factoring  and  pledging  receivables  are  all  well  established 
methods  of  alternative  short-term  financing.  They  all  rely,  of  course,  on  hav- 
ing "marketable "  receivables. 

The  definition  of  "marketable "  will  vary  with  the  kind  of  receivables  financ- 
ing sought.  The  basic  theme  of  this  kind  of  financing  is  that  the  lender  may  ul- 
timately depend  on  the  receivables  themselves  to  repay  the  loan.  Variations 
on  the  theme  include: 

1.  Simple  Collateralization  of  Receivables .  This  concept  is  closest  to  bank 
financing,  substituting  a  commercial  lender  for  the  bank.  The  loan  must  be 
repaid  like  any  other  and  the  lender  does  not  deal  directly  with  the  receiv- 
ables, except  in  the  case  of  default.  Normally,  a  financing  statement  will  be 
recorded  as  a  condition  of  the  loan. 

2.  Discounting.  Discounted  receivables  are  assigned  to  the  lender,  with- 
out notice  to  the  customer.  Normally,  the  amounts  lent  are  less  than  the  face 
amount  of  the  loan — hence  the  name.  Payments  made  to  the  borrower  are 
forwarded  to  the  lender  to  liquidate  the  loan.  Receivables  not  paid  by  the 
customer  within  a  certain  time  limit  (varying  by  industry  and  custom)  must 
usually  be  "repurchased "  by  the  borrower.  Lenders  may  require  their  bor- 
rowers to  purchase  credit  insurance  (see  the  chapter  on  collecting  Accounts 
Receivable). 

3.  Factoring.  The  receivables  are  sold  directly  to  the  factor  on  a  nonre- 
course basis.  The  factor  has  the  right  to  approve  customers  before  the  goods 
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are  delivered.  Ordinarily,  customers  are  notified  of  the  sale  and  directed  to 
pay  the  factor  rather  than  the  seller-borrower. 

Receivables  financing  may  offer  several  advantages  over  bank  financing: 

The  biggest  advantage  is  that  the  receivables  will  be  given  a  higher  value 
by  the  lender  than  may  be  obtainable  from  the  bank. 

Second,  the  method  of  financing  may  improve  receivables  management 
and/or  save  collection  costs. 

Third,  receivables  financing  is  self-liquidating,  for  as  payments  arc  made 
by  customers,  the  loans  are  automatically  paid. 

Fourth,  it's  a  way  to  increase  asset  productivity.  By  permitting  fester 
conversion  of  the  asset  into  cash,  resources  are  available  for  greater  sales 
expansion. 

The  greatest  disadvantage  is  that  receivables  financing  is  useful  onl>'  for  the 
short-term  need.  The  funding  of  long-term  as.sets  with  short-term  debt  is,  we 
note  once  again,  playing  with  fire. 

Today,  outside  of  industries  like  textiles  (which  have  traditionally  used  re- 
ceivables financing),  there  is  still  the  risk  that  such  use  may  be  interpreted, 
rightly  or  wrongly,  as  a  sign  of  financial  weakness.  Discounting  receivables 
has  often  been  viewed  as  a  last  resort.  The  stigma  is  due  in  large  part  to  the 
high  rates  frequently  associated  with  this  kind  of  borrowing.  The  theory  as- 
sumes anyone  willing  to  pay  such  high  rates  for  money  must  be  close  to  finan- 
cial desperation. 

That  stigma  should  not  be  a  barrier  to  using  receivables  financing.  Imt  if 
should  not  be  ignored.  Therefore,  when  embarking  on  a  receivables  finan- 
cing program,  take  care  to  maintain  creditor,  especially  bank,  relations  to  dis- 
pel any  injurious  rumors  or  suspicions. 


INVENTORY  FINANCING 

Because  inventory  is  a  short-term  asset,  financing  secured  by  it  is  al.so  short- 
term.  Unlike  receivables  financing  which  is  designed  to  licjuidate  the  asset, 
inventory  financing  is  almost  always  used  to  luiderwrite  the  asset. 
As  with  receivables,  there  are  several  variations. 


Inventory  as  Collateral 

Unless  the  inventory  is  a  r«-adily  salable  commodity,  like  coal,  grain  or  silver, 
the  likelihood  of  the  inventory  carrying  a  high  collateral  value  is  limited 
Kven  then,  the  swing  in  coiiniioditv  prices  (ends  to  depress  collateral  values, 
t(M).  The  more  volatile  the  lominoditv's  price  Instoi  v.  the  greater  the  depres- 
sion. Nonetheless,  there  arc  two  particMiiar  siliialions  wliiii  sue  li  rmanciii^^ 
may  In-  particularly  attractive: 


INVENTORY  FINANCING 
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1 .  When  overburdened  with  inventory,  pledge  that  excess  as  collateral  to 
ease  cash  flow  problems.  Inventory's  use  as  collateral  turns  an  idle  asset  into  a 
productive  one.  The  sell-off  of  inventory,  as  in  most  inventory  financing,  is 
designed  to  liquidate  the  loan.  Thus,  as  inventory  is  brought  back  into  bal- 
ance, the  level  of  indebtedness  is  simultaneously  reduced. 

2.  When  in  need  of  inventory  and  able  to  buy  with  trade  credit,  the  simul- 
taneous pledge  of  the  inventory  can  satisfy  that  need  in  spades.  Take  the  fol- 
lowing example: 

A  retailer  is  short  on  cash  but  knows  additional  inventory  can  be  quickly 
sold  at  a  100%  markup.  Management  buys  a  4-month  supply  of  inventory  for 
a  price  of  $100,000  on  terms  of  2/10,  N30.  At  the  same  time,  the  retailer 
pledges  the  inventory  for  a  60-day  collateral  loan,  under  which  a  UCC  fi- 
nancing statement  is  filed,  with  interest  payable  monthly.  The  loan  is  turned 
around  to  liquidate  half  of  the  payable,  with  the  $1,000  cash  discount  retained 
as  a  contribution  to  working  capital.  During  the  first  month,  the  company 
records  $50,000  of  sales.  (Being  a  retailer,  the  company  assumedly  produces 
immediate  cash  from  these  sales.)  At  the  end  of  that  first  month,  $500  of  the 
cash  saved  from  the  discount  is  paid  in  interest.  The  $50,000  of  sales  is  used 
to  pay  off  the  other  half  of  the  trade  credit  payable,  thereby  eliminating  it. 
The  second  month  produces  another  $50,000  in  cash  sales,  which  is  used  to 
repay  the  loan.  Interest  for  the  second  month  is  funded  from  the  other  haff  of 
the  cash  discount.  At  this  point,  the  company  has  paid  off  both  creditors, 
while  having  used  but  half  the  inventory.  In  the  next  two  months,  sales  will 
yield  $100,000  of  cash. 

While  the  mathematical  precision  of  this  example  may  be  rare,  it  demon- 
strates that  inventory  can  be  the  source  of  its  own  funding  as  long  as  loan  liq- 
uidation is  built  into  the  planning,  which  planning  includes  pricing.  Pricing 
that  creates  the  cash  flow  is  the  engine  that  drives  the  financing  mechanism. 


Floorplanning 

This  method  relies  on  specific  identification  of  goods  in  inventory — i.e.,  on 
an  item-by-item  basis — and  so  is  used  almost  exclusively  in  durable  goods  in- 
dustries. The  costs  involved  in  such  recordkeeping,  the  expenses  of  lien  rec- 
ordation and  removal  and  the  exceptional  communication  needed  between 
borrower  and  lender  do  tend  to  limit  the  use  to  "big  ticket  items."  However, 
even  a  seller  of  penny  candy  could  use  floorplanning,  as  long  as  large  enough 
specific  lots  were  identified,  inventoried,  maintained  and  sold  as  cohesive 
units.  Such  a  novel  program  would  require  careful  coordination  with  the 
lender,  but  could  pay  off  in  greater  collateral  value  and  purchasing  flexibility, 
which  are  the  two  big  advantages  of  floorplanning. 

The  lender  is  assuming  that  the  goods  are  readily  salable  at  or  above  whole- 
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sale  cost,  the  cost  at  which  the  borrower  brings  the  goods  into  iinentory.  Of 
course,  the  borrower  is  guaranteeing  the  loan  over  and  abo\e  the  collateral, 
against  which  the  lender  has  recorded  a  lien.  As  the  liened  item  is  deli\'ered 
out  of  inventory,  the  loan  is  paid  off. 

It  is  a  curious,  but  understandable,  fact  that  floorplanning  in  its  true  fonn 
in  certain  industries,  for  certain  products,  is  undertaken  by  a  limited  niuu- 
ber  of  banks  and  other  financial  institutions.  These  lenders  have  specialized 
knowledge  about  the  goods  and  industry,  permitting  them  to  appraise  and 
lend  with  unusual  confidence.  Hence,  once  a  company  is  considering  floor- 
planning,  it  may  be  advantageous  to  look  beyond  its  usual  sources  for  these 
specialists.  Trade  associations  and  industry  consultants  are  often  an  excellent 
source  of  information  for  locating  the  specialists. 

To  set  up  floorplanning,  there  are  these  prerecjuisites: 

1.  Inventory  items  reputed  to  maintain  value  with  ready  saiability,  to  be 
used  as  adequate  security 

2.  Inventory  items  that  can  be  liened,  and,  for  the  comfort  of  the  lender, 
susceptible  to  easy  enforcement  of  the  lien  in  terms  of  taking  physical 
possession  and  proceeding  to  licjuidation 

3.  Specific  identification  inventory  recordkeeping  so  that  the  goods  serv- 
ing as  collateral  are  properly  accounted  lor 

4.  Payment  customary  upon  delivery  so  that  the  io.iii  can  be  paid  olf 
when  the  borrower  gives  up  possession  of  the  goods 

5.  Facilities  and  inventory  amenable  to  lender  audit  for  occasional  confir- 
mation of  floorplanned  inventory 

6.  Strong  communications  and  a  strong  confidential  relationship  with  the 
lender 


Field  Warehousing 

I>ikc  lloorplanning,  licid  warehousing  is  an  inventory  iniaiuing  method  that 
fits  a  particular  kind  of  situation.  And,  like  lloorplanning,  it  is  tlicorclically 
subject  to  much  greater  use  than  currently  enjoyed. 

(;once|)tually,  field  warehousing  gives  actual  possession  of  the  inventoiy  to 
the  lender,  providing  an  unusually  high  nu-asure  ol  secnrily,  and,  hence,  an 
expectedly  liigher  collateral  \.iine  lor  the  borrower.  This  possession  is  accom- 
|)lished  by  the  engagement  of  a  third-party  warehouseman,  who  acts  as  agent 
for  the  lender.  The  warehouseman  will  ordinarily  "lease"  a  segment  ol  the 
l)orrow«-r's  premises,  there  placing  the  goods  selected  as  collateral  under  lock 
and  key.  TIh-  warehouseman  is  bonded  to  assure  performance.  All  ol  these 
costs  are,  of  course,  borne  iii  one  fashion  or  another  by  the  borrower. 

As  inventory  is  needed,  the  borrower  obtains  it  Irom  the  warihou.s«-man  on 
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approval  of  the  lender.  The  lender's  OK  is  dependent  upon  the  borrower  sat- 
isfying lender  conditions  on  the  loan. 

Field  warehousing  is  especially  common  in  circumstances  where  inventory 
builds  up  quickly  and  is  drawn  down  steadily.  Hence,  agricultural  products 
are  prime  candidates.  Industries  with  sharply  seasonal  sales  patterns  are  also 
attracted  to  field  warehousing,  for  during  the  slow  sales  periods,  production 
builds  inventory  that  can  be  converted  to  cash  by  the  borrower  while  the 
company  waits  for  the  busy  season  to  resume. 

The  typical  field  warehousing  arrangement  will  have  these  characteristics: 

1.  A  fairly  uniform  inventory,  permitting  easy  control  for  the  warehouse- 
man 

2.  Facilities  easily  segregated  to  allow  the  warehouseman  to  carry  out  his 
responsibilities  without  undue  cost 

3.  A  relatively  large  inventory  (for  correspondingly  large  loans)  necessary 
to  provide  the  economies  of  scale  so  as  to  cover  the  fairly  high  over- 
head that  field  warehousing  entails 

4.  Inventory  usage  and  sales  requirements  that  can  accommodate  addi- 
tional scheduling  requirements  occasioned  by  the  third-party  involve- 
ment 

Field  warehousing,  therefore,  makes  the  most  sense  when  a  company  an- 
ticipates high  investment  in  inventory  and  desires  to  squeeze  as  much  collat- 
eral value  and  cash  out  of  that  inventory  as  possible. 

Trade  Credit 

Ordinarily  thought  of  as  just  a  normal  part  of  business  activities  and  not  con- 
sidered a  financing  alternative  in  the  real  sense,  trade  credit  still  deserves 
careful  attention  and  management.  Properly  used,  it  can  be  a  valuable  tool  in 
cash  flow  management,  providing  the  edge  needed  to  keep  cash  flow  steady 
and  balances  positive.  The  choice  of  supplier  and  the  timing  of  purchases  are 
the  simple  ingredients,  although  it  is  possible  to  also  use  trade  credit  as  a 
lead-in  for  something  more  than  just  ultra-short-term  financing.  A  few  ideas: 

1.  Negotiated  renewals  of  trade  credit,  with  or  without  interest,  is  a  com- 
mon practice  for  avoiding  the  bank.  The  buyer  with  a  strong  market  position 
may  often  find  the  interest  rate  charged  is  better  than  that  to  be  found 
elsewhere. 

2.  Establishment  of  a  guaranteed  purchase  plan  (i.e.,  contractual  agree- 
ment to  take  delivery  of  some  minimum  from  the  supplier),  coupled  with  a 
periodic  payment  plan  to  cover  the  purchases,  can  turn  the  supplier  into  a 
form  of  lender,  if  the  deliveries  are  drawn  faster  than  the  payments  are  made. 
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For  example,  assume  a  buyer  will  want  the  following  deliveries  in  the  coming 
six  months: 


July 


Aug. 


Sept. 


Oct. 


Nov, 


Dec. 


Total 


Goods 
Cost 


3,000 
$30,000 


3,500 
$35,000 


3,000 
$30,000 


1,000 
$10,000 


500 
$5,000 


1,000 
$10,000 


12,000 
$120,000 


Instead  of  ordering  piecemeal,  month  by  month,  and  paying  N30  after  de- 
hveries,  our  buyer  goes  to  the  supplier  and  offers  a  deal:  A  big  order  of  12,0(X) 
units  and  $120,000  over  the  next  six  months,  with  a  guaranteed  payment  of 
$20,000  per  month  and  an  agreement  not  to  take  more  than  1/3  of  the  deliver- 
ies in  any  one  month.  The  financing  benefit  looks  like  this: 


July 


Aug. 


Sept. 


Oct. 


Nov. 


Dec. 


Total 


N30 

Payments 
Guar.  Pay. 
Savings 


$30,(K)0  $35,000  $30,000 
$20,000  $20,000  $20,000 
$10,000       $15,000       $10,000 


1%/mo.  PV       $615.20      $765.15       $406.04 


$10,000 

$  5,000 

$10,  (XX) 

$120,000 

$20,000 

$20,000 

$20,0(X) 

$120,000 

$10,(X)0 

-$15,000 

-$10,000 

$-0- 

$303.01 

-$301.50 

-$100.00 

$1,081.88 

In  other  words,  the  savings  in  the  first  three  months  have  a  present  value 
over  the  life  of  the  contract  that  offsets  the  extra  outflow  in  the  last  three 
months,  so  that  a  company  with  a  1%  per  month  cost  of  money  ends  up  ahead 
by  $1,081.88,  which  is  like  saying  the  company  receives  an  extra  \%  discxnmt 
in  the  cost  of  its  goods. 

The  supplier-cum-lender  may  be  etjually  attracted  because  of  the  certainty 
it  brings  to  his  production  planning.  Added  advantages  for  the  buyer  include 
the  possibility  of  negotiating  a  larger  quantity  discount  and  the  chance  to  lock 
in  a  price  without  fear  of  inflation.  The  big  danger  for  the  buyer  romes  if  his 
expectations  of  usage  turn  out  to  be  too  high  and  he's  stuck  with  more  deliv- 
eries than  desired. 


Consignment 

While  not  couinionly  thought  of  as  a  financim;  techniciue,  consigiunenl  repre- 
sents a  way  to  build  inventory  with  minimal  capital  investment  on  the  part  of 
the  consignee.  Although  consignment  arrangements  are  fre(iuent!y  limited  lo 
small  retail  operations,  they  need  not  be  so  limited.  Whenever  the  potential 
buyer-c()nsign«e  has  the  market  advantage  vis-i-vis  the  potential  cxHisignor- 
s«-ller,  consignment  should  !)<•  a  viable  option.  Such  options  and  advantages 
ar<-  often  found  where  a  siiiipiicr  is  seeking  to  introduce  a  new  product  or 
l)rcak  into  a  market  i)ievi<)usly  untapped. 
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The  term  "consignment"  may  be  anathema  to  the  seller,  as  it  may  psycho- 
logically indicate  weakness  or  desperation.  By  restructuring  the  arrangement 
to  one  of  extended  trade  credit  with  the  right  of  unlimited  return,  the  same 
goal  is  accomplished.  Even  if  the  right  of  return  is  limited,  the  buyer  may  still 
have  a  satisfactory  consignment-in-disguise  if  the  limit  permits  the  buyer  to 
return  a  large  enough  portion  of  the  delivery,  so  that  the  buyer  is  accepting 
not  more  than  the  amount  that  will  equal  minimum  expected  sales. 

A  word  of  caution.  Consignment  is  rarely  cost-free,  as  the  consignee  will  usu- 
ally remain  responsible  for  care  and  security  of  the  trwrchandise,  and  inust  ac- 
count for  all  deliveries  when  settling  out.  Consequently,  consignment  is  best  ar- 
ranged in  writing  with  all  duties  and  rights  spelled  out  in  advance. 

LEASING 

Leasing  has  been  the  financing  star  of  the  postwar  era.  Its  expansion  has  been 
mightily  fueled  by  taxation  developments,  by  the  proliferation  of  lessors  and 
lease  brokers,  by  creative  marketeers  and  by  a  broader  understanding  and  ac- 
ceptance of  leasing  by  the  business  community. 

There  are  a  number  of  lease  sources  and  types,  each  of  which  has  certain 
goals  and  advantages.  General  categories  include: 

Straight  Third  Party  Lease.  Purely  designed  to  get  the  necessary  capital 
to  permit  the  asset's  use,  a  third  party,  such  as  a  bank  or  finance  company 
buys  the  chosen  asset  and  leases  it  out. 

Leveraged  Lease.  For  those  seeking  low  payments,  tax  benefits  are  as- 
cribed to  the  lessor-owner  to  compensate  for  the  lower  payment.  Leveraged 
leases  frequently  involve  a  broker  who  will  locate  and  engage  the  high-tax- 
bracket  capital. 

Related  Party  Lease.  Usually  designed  for  maximum  tax  benefits,  but 
sometimes  to  limit  liability  exposure,  assets  are  sometimes  purchased  by  re- 
lated parties  (shareholders,  subsidiaries,  affiliates,  etc.)  and  leased  to  the  in- 
tended user.  Beware  that  ultimate  tax  treatment  depends  on  a  variety  of  fac- 
tors, and  special  care  must  be  taken  in  the  structuring  of  each  deal. 

Seller's  Lease.  To  promote  sales,  some  sellers  will  offer  or  arrange  lease 
financing  for  customers. 

Guaranteed  Lease.  SBA  and  other  government  agencies  offer  lease  guar- 
antee programs  that  operate  just  like  loan  guarantees.  These  programs  ought 
not  be  overlooked  by  qualifying  companies. 

The  lessor  looks  generally  at  three  benefits  in  varying  combinations  to  pro- 
duce an  adequate  return  on  capital: 
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1.  Cashflow.  This  comes  from  the  lessee's  lease  payment,  which  may 
sometimes  include  a  "kicker"  representing  a  part  of  the  lessee's  return 
from  the  employment  of  the  asset. 

2.  Tax  benefits.  Depreciation  and  tax  credits  (if  applicable)  accrue  to  the 
owner  of  the  property.  Note  that  the  lessee  also  sees  certain  ta.\  bene- 
fits discussed  below. 

3.  Residual  value.  Sale  of  the  leased  asset  at  the  end  of  the  lease  pro- 
duces additional  cash  for  the  lessor-ownier. 

A  fourth  contribution  to  lessor  return  can  be  obtained  from  the  sale  or  as- 
signment of  the  lease  contract,  much  in  the  way  that  any  receivable  C:hose  in 
Action  might  be  sold  for  the  present  value  of  its  payment  stream. 

However,  that  fourth  return  factor  tends  to  be  a  function  of  market  forces 
and  not  readily  subject  to  the  influence  of  the  lessor  or  lessee.  Moreover,  it  is 
economically  e(}uivalent  to  a  sudden  realization  of  the  entire  return  for  the 
lessor  accomplished  by  the  substitution  of  one  transaction  for  many.  The 
character  of  that  substituted  transaction  will  be  determined  in  large  part  by 
the  attributes  of  the  first  three  return  components  in  the  individual  lease. 

Given  the  first  three  components,  the  lessee  may  look  to  orchestrate  them 
so  as  to  satisfy  the  lessor's  craving  for  an  adequate  return  while  accomplishing 
a  number  of  secondary  lessee  objectives.  As  long  as  the  lessor  ends  up  with 
the  desired  rate  of  return  within  a  reas()nai)Ic  range  of  risk,  the  lesst>e  can  or- 
chestrate. Knowing  the  applicable  prevaihng  market  rate,  the  lessee  has  the 
intelligence  about  the  lessor's  basic  objectives. 

LEASE  TERMS 

The  lessee  can  choose  from  a  shopping  list  of  terms  in  presenting  a  package  to 
the  lessor: 

Accelerating  Paijinenls.  Payment  increase  during  the  lease,  giving  tiie  les- 
see time  to  i)uil(I  up  income  generation  from  tin-  asset. 

Decelerating  Payments.  Payments  decrease  during  the  term  ol  the  lea.se. 
which  may  allow  a  better  matching  of  income  to  oulllow  where  the  leased  as- 
.set  is  subject  to  diminishing  returns  as  a  luiu  tioii  of  age.  Addition.ilK  ,  higher 
payments  up  front  can  save  imputed  inten-st  costs. 

I'lexihle  Payments.  I^essee  is  jjrovided  with  the  option  to  increase  or  de- 
crease payments  (within  calculai)le  limits)  allowing  the  lessee  lo  adjust  lease 
costs  in  concert  with  inflow  generated  by  the  leased  asset 

Varyina  Payments.  Payments  change  with  the  market  rate  ol  niteresl, 
which  may  "float"  within  a  range  or  against  .i  (cilnig  or  a  floor  or  be  totally 
unreslricted. 
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Chosen  Period  Payments.  While  the  most  common  payment  term  is 
monthly,  advantages  might  be  perceived  in  using  quarterly,  seminannual  or 
other  periods. 

Delayed  Payments.  Payments  do  not  begin  until  after  a  brief  shakedown 
period  or  until  some  minimum  inflow  is  achieved,  allowing  the  lessee  time 
for  installation  and  start-up. 

Fixed  Sale.  Lessee  may  purchase  at  a  fixed  price  at  the  time  of  termina- 
tion. 

Guaranteed  Sale.  Lessee  guarantees  that  lessor  will  receive  a  minimum 
price  at  sale.  In  the  event  of  sale  above  the  guarantee,  lessee  may  receive 
part  or  all  of  the  overage.  A  guarantee  may  also  threaten  true  lease  status. 

Renewability .  Lessee  has  the  right  to  renew  the  lease  at  the  same  or  a  dif- 
ferent rate.  If  the  new  rate  is  very  different  from  the  market  rate,  tax  status 
may  again  be  endangered. 

Early  Cancellation.  Under  some  conditions,  a  lesee  may  prefer  to  termi- 
nate the  lease  before  the  asset's  useful  life  or  contract  term  has  expired.  Un- 
der some  leases  the  lessor  may  receive  a  cancellation  penalty. 

Note  for  Negotiation.  Eliminate  the  penalty  if  the  cancellation  is  the  result  of  a 
casualty.  Act  of  God  or  specified  event  (e.g.,  cancellation  of  income-generating 
contract  for  which  asset  is  specifically  leased)  beyond  your  control. 

Trade-in .  Lessee  may  be  entitled  to  credit  in  purchase  or  leasing  of  an- 
other substitute  asset.  Trade-in  may  also  be  used  in  the  form  of  a  waiver  of 
penalty  as  long  as  another  asset  is  substituted. 

Restrictions 

The  following  terms  may  be  of  concern  to  various  parties  and  may  deserve 
consideration  that  is  not  easily  subject  to  quantification: 

Subleasing  Insurance  Indemnity  Place  of  Use 

Maintenance  Inspection  Reporting  Type  of  Use 

(For  other  related  terms,  see  checklist  for  bank  loans  in  the  Banking 
chapter.) 


SUMMARY— CHOICE  OF  FINANCING 

Conceptually  and  ideally,  every  financing  alternative  is  entitled  to  considera- 
tion for  every  financing  need.  Practically  speaking,  the  cost  to  do  that  would 
outweigh  the  benefits.  However,  a  shortcut  approach  using  a  matrix  tech- 
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nique  can  be  employed  by  the  borrower  to  test  any  particular  need  for  the 
best  financing  package. 

Step  1.  Rank  the  financing  objective  achievabihty  against  the  different 
methods.  Depending  on  the  nature  of  the  needs,  the  methods  may  be  ana- 
lyzed by  general  category  (e.g.,  inventory)  or  specifically  (e.g.,  floor- 
planning). 

Step  2.  Rank  the  methods  not  eliminated  in  Step  1  according  to  terms  and 
non-quantifiable  characteristics. 

Step  3.  Having  narrowed  the  choices  to  one  or  two  in  the  preceding  steps, 
proceed  to  rank  the  individual  sources  according  to  the  characteristics  of  the 
financing  offered. 

Step  4.  Having  chosen  a  limited  number  of  sources,  restructure  their  pack- 
age proposals  to  your  best  anticipated  advantage  and  seek  to  negotiate  as 
much  of  the  restructuring  as  possible. 

Step  5.   Repeat  Step  3  and  choose  a  source. 

In  following  this  format,  keep  in  mind  that  a  Step  "0"  might  precede  all, 
consisting  of  a  comparison  by  objective  of  the  different  categories  of  financing 
covered  in  various  chapters,  including  Banks,  Bank  Alternatives  and  Capitid 
Market  Funds. 


chapter  Twelve 


MASTERING  CAPITAL 
OBJECTIVES 


Permanent  funds  are  the  foundation  of  every  business.  Whether  piloting  a 
new  or  seasoned  organization,  few  chief  executives  will  ever  concede  posses- 
sion of  a  surfeit  of  capital.  New  horizons,  potential  acquisitions,  broader 
activities  are  always  under  consideration.  Coverage  of  losses,  the  financial 
strength  to  hang  on  until  demand  improves,  the  economy  turns  around,  ad- 
vertising takes  hold  or  the  learning  curve  learns,  may  all  make  the  ability 
to  attract  more  permanent  capital  the  difference  between  corporate  life  or 
death. 

At  the  same  time,  capital  that  is  too  costly  creates  more  problems  than  it 
solves.  Capital  at  the  right  cost  in  the  right  amounts  can  be  the  saving  grace  of 
otherwise  marginal  operations.  Refinancing  with  the  right  package  may  be 
the  step  that  propels  an  average  outfit  to  extraordinary  performance. 

This  chapter  concentrates  on  capital  structure  and  the  necessary  analysis  of 
the  building  blocks  for  pu.ting  that  structure  together. 


CAPITAL  STRUCTURE  ELEMENTS 

Land,  labor  and  capital  are  the  cbssic  elements  of  business  entities.  Capital  is 
ordinarily  evaluated  as  composed  of  four  types: 

1.  Current  Liabilities 

2.  Long-Term  Debt 
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3.  Preferred  Stock 

4.  Common  Equity 

Hybrids  such  as  convertible  debt  and  (juasi-capital  sucli  as  warrants  also  ex- 
ist and  will  he  discussed,  hut  the  enumerated  four  elements  are  the  bedrock 
of  structural  development. 

Current  Liabilities.  Because  current  liabilities  arc  "soft"  as  a  source  of  cap- 
ital, in  that  they  are  rapidly  depleted,  some  might  argue  that  their  inclusion 
in  the  capital  structure  tends  to  be  misleading.  Such  a  viewpoint  is  entitled  to 
credence,  but  practically  speaking  there  is  generally  a  minimum  le\el  of  cur- 
rent liabilities  that  a  company  will  always  carry  on  its  balance  sheet  and  that 
will  always  provide  some  of  the  corporate  funds. 

Calculations  of  that  minimum  are  merely  a  question  of  how  far  back  a  com- 
pany wants  to  look  or  how  accurate  its  forecasts  of  future  activities  are  be- 
lieved to  be.  The  lowest  level  anticipated  within  a  given  time  period  (gener- 
ally advised  to  be  no  more  than  two  years  in  either  direction)  is  the  easiest 
calculation.  Means,  averages  and  standard  deviations  can  be  applied,  but  the 
relative  differences  are  usually  not  material.  Additionally,  the  lower  the  cur- 
rent liabilities  included  in  structural  considerations,  the  more  conservative 
the  management's  plans,  as  current  liabilities  typically  carr\  a  vcr\  low  cost. 

Of  concern  in  current  items  is  the  projection  of  jiofential  change  in  their 
level  as  business  conditions  fluctuate.  espccialK'  if  the  comiKUiy  is  counting 
on  their  use.  To  estimate  the  impact,  consider  current  liai)ilities  in  relation  to 
other  forecasted  items.  Kor  example: 

Accounts  Payable  as  a  function  of  Inventory  levels. 
Sales  Tiixes  Payable  as  a  function  of  Sales. 
Payroll  Taxes  payable  as  a  finiction  of  Payroll. 
(Customer  Deposits  as  a  function  of  Sales. 
Coniinercial  Paper  as  a  Iniution  of  .Xccounts  lU-ceivable. 

i'"inally,  a  principal  argument  in  favor  of  inclusion  of  current  liabilities,  par- 
ticularly in  tlie  smaller  or  underiapitali/cd  operation,  is  to  hidilii^ht  their  im- 
portance Ml  providini;  working  caiiital,  therein  Iciulini;  to  ailil  iiu  rnti\c  lor 
their  careful  mananeniciit. 

Debt  Tcnn.  l^)ng-terni  Debt  is  of  r(i.iti\c  (Iciinilion.  As  aeiounting  cou- 
veiition  treats  debt  due  witlnii  one  \car  .is  .i  <  urreut  liability  and  all  other 
debt  as  'Long-term  i)ebt'  or  l)(i)t  ilue  in  more  than  one  year,"  it  is  conve- 
nirnt  to  adhere  to  tli.il  dislnu  lion. 

liifincimnls.  Some  .iddilion.il  drlMulional  rcfuienients  to  oim'  four  ele- 
ments; 


CAPITAL  STRUCTURE  OBJECTIVES   ^^^ 

1.  Leases  are  capitalized  as  debt  based  on  their  present  value,  per  ac- 
counting stanards. 

2.  Convertible  bonds  should  be  treated  as  debt  until  converted,  because 
their  cost  is  based  on  their  debt  status. 

3.  Similarly,  convertible  preferred  stock  deserves  the  same  logic:  treat- 
ment as  preferred  until  converted. 

4.  So-called  preference  stock  which  has  preferred  status,  but  no  yield 
other  than  increases  in  conversion  value  to  common  stock  are  treated 
like  warrants  and  rights  as  below. 

5.  Warrants  and  rights  are  valued  at  the  price  paid  for  them,  i.e.,  the 
capital  that  flowed  into  the  company  as  a  result  of  their  issuance.  If  is- 
sued without  additional  direct  consideration  (e.g.,  warrants  issued  as  a 
"sweetener"  to  debt),  no  amount  is  included  for  purposes  of  determin- 
ing capital  structure,  until  exercised,  at  which  time  the  securities  is- 
sued will  be  valued  independently  based  on  funds  flow  at  the  exercise 
point. 

6.  Retained  earnings  are  a  part  of  common  equity,  but  evaluated  inde- 
pendently in  some  circumstances. 

7.  "Loans"  from  stockholders  in  privately  held  companies  and  inter-com- 
pany debt  among  related  entities  may  be  treated  as  equity  if  unse- 
cured, subordinated  and  created  with  that  intent. 

Warning.  Such  treatment  by  the  company  may  also  result  in  similar  treatment 
by  the  Internal  Revenue  Service,  resulting  in  characterization  of  interest  pay- 
ments as  dividends  and  repayments  liquidating  dividend's  or  ordinary  divi- 
dends, leading  to  higher  taxes . 


CAPITAL  STRUCTURE  OBJECTIVES 

Of  course,  the  essential  objective  of  capital  structure  is  to  fund  the  corpora- 
tion's activities.  That  fundamental  objective  can  be  analyzed,  however  in 
terms  of  five  sub-objectives: 

1.  Capital  Sufficiency 

2.  Capital  Stability 

3.  Capital  Flexibility 

4.  Cost  of  Capital 

5.  Leverage 

Capital  sufficiency  is  simply  enough  capital  to  take  profitable  advantage  of 
business  opportunities.  Capital  suffiiciency  can  be  further  analyzed  in  much 
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the  same  way  as  cash  sufficiency  discussed  in  Chapter  2.  Capital  sufficiency  is 
closely  related  to  cost  of  capital,  as  profitability  is  obviously  a  function  of  cost 
as  well  as  gross  returns. 

Capital  stability  refers  to  a  measurable,  dependable  capital  base,  not  sub- 
ject to  sudden  recalls  of  capital  (e.g.,  on  demand).  Capital  stability  does  not 
mean  capital  stagnation  or  a  static  level  of  capital  invested  in  the  firm.  Obvi- 
ously, capital  levels  and  sources  have  to  be  adjusted  to  changing  needs. 

Capital  flexibility  is  the  capacity  to  make  those  adjustments  without  undue 
cost.  Access  to  additional  capital  on  call,  the  right  to  prepay  or  repay  and  the 
opportunity  to  refinance  or  modify  existing  capital  terms  are  all  aspects  of 
flexibility,  as  is  the  prerogative  to  employ  the  funds  without  constraints,  such 
as  might  be  imposed  by  indenture  agreements,  regulations  or  shareholder 
agreements. 

The  last  two  objectives  each  require  extensive  discussion. 

COST  OF  CAPITAL 

Cost  of  capital  is  the  cost  associated  with  each  of  the  components  of  the  capi- 
tal structure  and  the  aggregate  of  these  components.  There  are  actually  three 
variants  of  the  cost  of  capital,  each  of  which  has  its  own  significance. 

1.  Compoueut  Cost  of  Capital.  The  cost  of  cacli  block  of  capital;  e.g.,  a 
particular  issue  of  debt  or  preferred  stock.  The  importance  ol  coinpoiuMit  cost 
is  twofold.  First  it  is  important  as  a  constituent  of  total  cost  and  avi-rage  cost. 
Second,  it  allows  comparison  among  the  comiJonents. 

2.  Average  Cost  of  Capital.  The  cost  of  each  dollar  of  capital  in  the  firm 
based  on  a  weighted  evaluation  of  all  the  capital  invested  at  one  point  in  time. 
Its  significance  lies  in  being  essential  for  evaluating  the  overall  iH-rformance 
of  the  company  and  its  j^rofitability. 

3.  Marginal  Cost  of  Capital.  The  cost  of  obtaining  the  ticxl  dollar  of  cajii- 
tal.  Marginal  cost  is  the  best  standard  for  assessing  jilaiis  and  projects. 

COMPONENT  COST  OF  CAPITAL 

The  component  c«)sl  of  capital  tan  be  mathematically  defined  in  general 
terms  in  ail  situations  as: 

Payout  +  Servicing  Kxpenses 
Net  Capital  Availability 

i'ayout  includes  expenditures  such  as  dividends  and  interest  (but  not  prin 
cipal)  re<inire(l  or  desired  on  ai  loinit  of  the  eonlinued  retention  ol  the  capital 
li\'  iIk'  lirm 
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Servicing  Expenses  are  the  costs  of  maintaining  the  capital  in  the  firm,  such 
as  transfer  agent  fees,  checkwriting  costs,  etc. 
Net  Capital  Availability  is  equal  to: 

Gross  Capital  —  Capital  Acquisition  Costs  -  Repayments 

Gross  Capital  is  the  total  stated  amount  of  the  capital  block  acquired. 

Capital  Acquisition  Costs  include  such  things  as  SEC  registration  fees,  le- 
gal costs,  investment  banker  fees,  loan  commitment  fees  and  interest  differ- 
ential on  compensating  balances. 

Repayments  are  orindarily  applicable  only  to  debt  and  include  principal 
payments  of  direct  reduction  notes,  leases,  sinking  fund  requirements  and 
other  redemptions.  Preferred  stock  redemptions  and  purchases  of  common 
stock  for  treasury  shares  or  retirement  represent  the  rare  circumstances  when 
repayments  do  occur  in  relation  to  securities  other  than  debt. 

The  time  span  in  which  the  component's  cost  of  capital  is  anlayzed  is  usu- 
ally a  one-year  period. 

To  illustrate  how  component  cost  is  calculated,  here  are  two  examples: 

A  common  stock  issue  of  $100,000;  and 

A  $100,000  3-year  Note  with  a  12%  interest  rate  with  monthly  payments  of 
$2,160.72  and  a  balloon  payment  at  the  end  of  the  third  year  of  $50,000. 

Payouts  on  the  common  stock  are  annual  dividends  of  $6,000.  Servicing 
costs  consist  of  $2,000  per  year.  No  repayments  are  made  and  the  $100,000 
figure  was  the  net  realized  at  issuance;  i.e.,  there  were  no  capital  acquisition 
costs.  The  company  tax  rate  is  50%;  which  is  apphed  to  deductible  costs,  like 
servicing,  so  the  after-tax  cost  of  capital  is  shown: 

r^     .    ,        6,000  +  1,000        „^„ 

Cost  of  Capital  = =  7.0% 

100,000 

Many  academicians  argue  that  the  true  cost  of  capital  of  common  stock  is 
determined  with  reference  to  opportunity  cost.  This  opportunity  cost  is  the 
highest  rate  of  return  that  could  theoretically  be  earned  if  the  same  funds 
were  invested  elsewhere.  From  the  standpoint  of  the  shareholder,  opportu- 
nity cost  is  indeed  a  real  measure  of  capital  costs.  However,  from  the  stand- 
point of  the  corporation,  the  imputation  of  a  theoretical  and  necessarily  spec- 
ulative element  of  cost  is  likely  to  be  unworthy  of  consideration. 

Proponents  of  opportunity  cost  argue  that  the  corporation  has  a  duty  to  re- 
turn to  its  stockholders  that  portion  of  capital  that  can  be  more  profitably 
used  by  the  stockholder  elsewhere,  as  the  penultimate  duty  of  the  corpora- 
tion is  to  satisfy  its  equity  holders  for  whom  it  theoretically  exists.  Practically 
speaking,  though,  there  are  at  least  seven  problems  with  that  position: 
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1.  Capital  returned  in  the  form  of  dividends  will  he  taxed  to  tlie  share- 
holder, effectively  cutting  the  opportunity  cost  hy  raising  the  capital  accjuisi- 
tion  cost. 

2.  Capital  returned  as  a  "return  of  capital"  may  still  he  taxed  under  a  vari- 
ety of  tax  statutes  and  regulations.  Even  where  the  relatively  stringent  re- 
quirements to  escape  taxation  are  met,  the  in  terrorem  effect  of  audits  and 
potential  liahilit>'  is  a  potent  deterrent,  particularly  if  recurrent  distrihutions 
are  contemplated.  These  risks  are  of  prodigious  concern  in  the  closely  held 
firm. 

3.  Opportunities  may  not  he  availahle  on  an  equal  hasis  to  all  shareholders, 
or,  because  of  different  risk  patterns,  may  not  he  acceptable  to  all  sharehold- 
ers. Yet,  they  must  usually  receive  identical  treatment  where  distributions 
are  concerned.  If  disproportionate  payouts  are  accomplished  through  such 
stratagems  as  redemption  or  borrowing  against  corporate  stock,  other  ques- 
tions arise,  such  as  the  omnipresent  tax  considerations  and  corporate  control 
among  differing  shareholder  groups. 

4.  Bond  indentures  and  bank  loan  agreements,  and  in  the  case  of  some  in- 
dustries, regulations,  prohibit  or  seriously  constrain  returns  of  capital. 

5.  Kven  if  not  prohibited,  diminution  of  equity  capital  will  likely  limit  the 
ability  of  the  corporation  to  attract  debt  (that  may  be  needed  as  replacement 
capital)  and  may  raise  debt's  cost,  as  ratios  and  assets  for  securit)',  both  dear 
to  the  lender's  heart,  deteriorate. 

6.  (>apital  sources  are  not  a  "faucet"  to  be  turned  on  and  off  at  will.  The 
lack  of  high  profit,  immediately  available  capital  cmploynuMit  alternatives 
may  not  necessarily  mean  that  capital  ought  not  be  "inventoried"  until 
sufficiently  attractive  opportunities  are  located  or  created.  Casual  and 
repeated  withdrawals  of  capital  because  of  perceived  opportunity  cost  ilil- 
ferentials  may  so  destroy  capital  stability  as  to  render  the  corporation  in- 
capable of  capitalizing  on  its  real  potential. 

7.  lM)r  i)ublicly  held  comiianies  (and  for  many  privately  held  ones  as  well) 
the  shareholder  has  an  open-eiuh-d  right  to  recover  his  capital  (albeit  with 
both  risk  ol  shrinkage  and  chance  of  reward)  by  sale  in  the  open  market.  The- 
oreticians would  almost  certainly  point  out  that  buyers  in  the  open  market 
must  perceive  the  company's  shares  as  the  currently  paramount  market  op- 
portunity, even  though  the  comiiaiu  s  capital  balances  will  i)c  uiiailcrtcd  b\ 
the  transaction. 

11  there  is  a  cost  factor  not  represciilcd  In  the  paymenl  ol  re.il  dollars,  it  is 
tin-  eom|jany's  present  (or  next  anti(  ipaU-d)  rt-turn  on  the  jjicsently  existing 
e(|uity.  It  is  tin-  group  of  present  shareholders  to  whom  the  company  owes  its 
highest  loyalty,  and  their  position  can  be  diminished  by  dilution  ol  tlu-ir  earn- 
ings through  the  addition  of  cominon  slock  that  earns  less  than  the  old  com- 
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mon  stock,  even  though  it  adds  to  overall  aggregate  net  by  earning  a  return  in 
excess  of  the  payouts  required  to  support  it.  Elaboration  of  the  dilution  sub- 
ject follows  shortly  with  examples,  but  in  the  meantime,  the  general  formula 
of  cost  of  capital  may  be  adjusted  for  equity  to: 

Return  on  Equity  +  Servicing  Costs 
Net  Capital  Availability 

Note  that  the  Return  on  Equity  (usually  equal  to  net  profit)  will  ordinarily  in- 
clude dividends  paid  out.  If  dividends  are  paid  out  in  excess  of  the  return 
earned,  the  formula  to  be  used  would  be  the  original,  with  Payout  in  the  nu- 
merator. Such  a  result  must  necessarily  be  short-ranged,  as  the  continuing 
payout  of  dividends  in  excess  of  earnings  must  eventually  result  in  the  bank- 
ruptcy of  the  company. 

The  denominator  of  Net  Capital  Availability  also  deserves  a  closer  look. 
Our  example  has  utilized  Net  Capital  Availability  as  reflected  in  the  books  of 
the  company.  This  book  value  reflects  the  actual  dollars  that  are  originally  re- 
ceived at  issuance  of  the  securities. 

However,  when  securities  are  publicly  traded  or  some  other  basis  of  estab- 
lishing a  fluctuating  value  exists,  the  current  market  value  ot  the  securities 
may  be  plugged  into  the  denominator  as  Net  Capital  Availability  to  reflect 
the  cost  the  company  would  incur  were  it  to  venture  into  the  capital  market 
today.  That  present  market  cost  is  a  meaningful  criterion,  for  it  signifies  the 
level  of  profitability  the  company  must  earn  if  it  is  to  continue  to  grow,  as 
growth  will  require  additional  capital. 

The  distinction  between  Cost  of  Capital  on  Book  versus  Market  can  be 
conceptualized  this  way: 

Book  Value  Cost  connotes  actual  minimum  return;  i.e.,  the  rate  of  return 
the  company  can  achieve  and  break  even.  A  return  in  excess  of  that  level 
will  mean  the  company  is  profitable. 

Market  Value  Cost  connotes  the  appropriate  minimum  return;  i.e.,  the 
rate  of  the  return  the  company  should  achieve  as  a  theoretical  break- 
even point. 

If  Market  is  above  Book,  Market  is  the  proper  standard  of  evaluation  of  per- 
formance if  the  company  is  to  remain  competitive  for  funds.  If  Book  is  above 
Market,  the  company  must  then  earn  the  higher  Book  rate,  because  a  rate  of 
return  above  Market,  but  below  Book,  will  result  in  a  loss — which  may  be 
defined  as  a  negative  real  rate  of  return.  Hence,  the  performance  standard  is 
the  higher  of  Market  or  Book,  although  both  rates  should  be  determined  to 
find  all  the  implications  inherent  in  the  two  figures. 

One  other  point  to  note  about  common  stock  is  that  the  balance  of  retained 
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earnings  might  also  be  included  as  a  part  of  Net  Capital  Availability,  as  these 
retained  funds  accrue  ultimately  to  shareholders.  Alternatively,  as  in  our  ex- 
ample, they  are  not  included.  Instead,  retained  earnings  iu-e  considered  as  a 
separate  component  with  a  cost  of  zero.  This  second  alternative  is  favored  to 
prevent  distortions  in  historical  costs  that  could  develop  as  profits  fluctuate. 
These  distortions  would  be  particularly  egregious  in  a  company  with  a  nega- 
tive retained  earnings  balance,  as  the  denominator  of  the  Cost  formula  would 
be  reduced  to  a  point  so  low  that  the  overall  cost  would  reach  an  astronomical 
level.  While  the  prior  losses  would  arguably  be  a  part  of  the  capital  cost,  it 
should  not  be  incumbent  on  the  company  to  recover  all  of  those  losses  at  one 
time,  which  would  be  the  eflect  of  using  the  loss  adjusted  equity.  Of  course, 
immediate  recovery  is  desirable,  but  attempting  to  force  it  might  brand  all 
potential  operations  as  losers  because  their  rate  of  return  cannot  accomplish 
one-time  recovery,  even  though  they  are  profitable  in  a  real  sense  as  would 
be  seen  if  measured  against  Book  or  Market  cost  unadjusted  for  past  losses. 

As  to  the  debt  portion  of  our  examples,  we'll  examine  the  first  year  of  the 
Note.  Monthly  payments  of  $2,160.72  break  down  as  follows: 

Principal  $14,720.83 

Interest  11,207,81 

Total  $25,928.6-1  which  reconciles  to  12  x  $2,160.72 

Assume  that  our  lender  also  recjuires  a  $2,0(K)  compensating  balance.  Legal 
and  administrative  costs  expended  in  the  accjuisition  of  the  capital  totalled 
$1,(KK).  Servicing  expen.ses  are  $500.  The  company  tax  rate  remains  50%. 

Cost  of  _  (Interest  +  Servicing  Expenses)  (Tax  Rate) 

Capital  ~  Face  Value  -  (Issue  C:ost)  (Tax  Hate)  -  Comp.  Bal.  -  Prin.  He{xud 

Cost  of      ($11, 207.81  +  500.00)  (50%) 


Capital       $1(K),(K)0  -  (1,0(K))  (50%)  -  2,0{K)  -  (14,720.83/2) 

Cost  of  ^  _5,853^  ^  ^^^^  ^,.,^,_.  ^-^^^  ^.^,^, 
Capital       90,139.59 

Note  that  the  principal  repayments  of  the  Note  are  end-point  axcnigt-d 
(14,720.8.3/2)  to  reflect  <()mi)any  use  of  those  funds  during  less  ih.m  .ill  ot  the 
vear.  Montiilv  calculations  can  be  more  precise: 
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Repayment  # 

Opening  Loan  Balance 

Principal  Repaid 

Closing  Balance 

1 

100,000.00 

1,160.72 

98,839.28 

2 

98,839.28 

1,172.33 

97,666.95 

3 

97,666.95 

1,184.05 

96,482.90 

4 

96,482.90 

1,195.88 

95,287.02 

5 

95,287.02 

1,207.85 

94,079. 17 

6 

94,079.17 

1,219.93 

92,859.24 

7 

92,859.24 

1,232.12 

91,627.12 

8 

91,627.12 

1,244.45 

90,382.67 

9 

90,382.67 

1,256.89 

89,125.78 

10 

89,125.78 

1,269.47 

87,856.31 

11 

87,856.31 

1,282.16 

86,574.15 

12 

86,574.15 

1,294.98 

85,279.17 

Totals 

1,120,780.59 

14,720.83 

Average  loan  outstanding  =  1,120,780.59/12  =  93,398.38 
Plugging  into  the  formula,  for  Face  Value  and  Principal  Repaid: 


Cost  of  Capital  = 


(11,207.81  +  500.00)  (50%) 
93,398.38  -  2,000  -  (1,000)  (50%) 

5,853.91 


90,898.38 


AVERAGE  COST  OF  CAPITAL 


=  6.440% 


Once  the  Component  Cost  of  Capital  is  found,  the  average  is  calculated  for 
the  company  be  aggregating  and  weighting  all  of  the  components,  and  di- 
viding by  the  total  amount  of  capital  weight.  For  example: 
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Net  Capital 

Annual  Aftcr- 

Weighted 

Capital  Item  Name 

.\vailable 

T; 

L\  (A)St 

\'alue 

Current  Liabilities: 

90-Dav  Note 

$  75,000 

6.0% 

4.500 

Accounts  Payable 

115,000 

3.6 

4,140 

Cu.stomer  Deposits 

41,000 

2.5 

1,025 

Total  Current 

231,000 

Av. 

=  4.2 

9.665 

Debt: 

Bond  1 

75,000 

4.5% 

3,375 

Bond  2 

50,0(K) 

5.3 

2,650 

Debentures 

50,000 

4.7 

2,350 

Mortgage 

200,000 

3.5 

1,000 

Total  Debt 

375,000 

Av. 

=  4.1 

15,375 

Preferred  Stock: 

Series  A 

50,000 

8.2 

4, 1(X) 

Common  Equity: 

Common  Stock 

125,000 

6.1 

7,625 

Retained  Earnings 

75,000 

Av. 

0.0 
=  3.8 

-0- 

Total  Common  Equity 

200,000 

7,62.5 

Total  Capital 

$856,000 

4.3% 

$36,765 

Corporate  After-Tax  Average  Cost  of  Capital  is  4.3%. 
A  few  of  the  fine  points  of  this  particular  exanjple: 


1.  Component  Cost  is  stated  on  an  Annualized  aftcr-t:i\  basis.  Assnnu*d 
here  is  a  50%  lax  rate.  On  the  90-day  Note,  3%  of  the  capital  will  actually  be 
paid  out  on  a  pretax  basis  as  interest,  which  annualizes  on  a  36()-day  year  to 
12%  \{3mm))  (3%)]  which  cfiuates  to  6.0%  after  tax. 

2.  The  cost  of  Accounts  Payable  was  calculated  as  lollows: 
Ouc-JKiIf  of  payables  oiler  terms  of  1/10  N30. 

The  1%  discount  is  missed  in  40%  of  those  cases  (20%-  of  all  jiavables). 

1%  for  10  days  is  an  annuali/.ed  rate  ol  36%. 

20%  of  all  payables  at  .36%  etjuals  7.2%  cost  jir.t.ix. 

With  a  .50%  tax  rale.  7.2%  yields  3.6%. 

3.  Customer  Deposits  in  this  business  by  conlrac  t  earn  5';  in  pul.ix  inter- 
est, or  cost  2.5%  after  t.ix 

4.  Costs  of  each  of  the  four  typ«'s  of  capital  arc  shown  as  subtotals  (Pre- 
ferred Stwk  with  only  one  component  is  not  rei)eated)  which  are  themselves 
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weighted  by  individual  components,  to  provide  additional  perspective  on 
capital  costs. 

5.  Weight  does  not  equal  after-tax  cost  paid  out,  as  the  weight  is  calculated 
on  an  annualized  basis.  If  all  of  the  components  were  paid  for  on  a  yearly  ba- 
sis, weight  would  equal  cost.  This  point  is  mentioned  because  some  business- 
men use  actual  expenditures  to  measure  the  cost  of  capital,  which  will  yield 
misleading  results  if  not  time  adjusted. 

6.  Average  Cost  of  Capital  is  calculated  at  a  specific  point  in  time.  Like  any 
calculations  derived  from  balance  sheet  items,  the  degree  to  which  it  will  be 
representative  of  the  company's  true  average  cost  during  the  year  will  be  a 
function  of  how  representative  the  balance  sheet  itself  turns  out  to  be.  Conse- 
quently, the  astute  reviewer  will  verify  and  adjust  the  figures  if  the  chosen 
statement  is  momentarily  skewed,  as  when  a  company  makes  a  concerted  ef- 
fort to  reflect  an  annual  short-term  debt  "clean-up"  in  the  year-end  state- 
ment, or  when  management  otherwise  controls  the  objectivity  of  the 
statement. 

7.  The  same  methodology  is  employed  to  show  Market  Average  Cost,  us- 
ing the  Market  Cost  of  Components.  After-Tax  Cost  and  Weight  will  differ 
from  those  shown  in  the  Book  example. 

8.  Use  of  the  method  as  a  simulation  tool  to  assess  the  impact  of  changes  in 
the  capital  structure  on  average  cost  is  advised  to  guide  capital  planning. 


MARGINAL  COST  OF  CAPITAL 

With  Component  and  Average  under  our  belts,  Marginal  is  an  easier  concept 
to  deal  with,  but  one  that  still  holds  very  complex  subjective  implications. 
Marginal  Cost  is  the  cost  of  obtaining  the  next  (not  the  most  recent)  unit  of 
capital. 

Speaking  in  purely  mathematical  terms.  Marginal  Cost  is  calculated  just 
like  any  other  component  and  will  probably  vary  depending  on  what  type  of 
capital  is  under  consideration. 

But  pure  mathematics  is  not  very  helpful  here.  In  broader  terms,  the  addi- 
tion of  new  capital  will  almost  certainly  have  impact  on  the  cost  of  precedent 
capital  and  subsequent  capital. 

Continuing  increases  in  current  and  debt  liabilities  will  reflect  unfavorably 
on  the  company's  image  of  financial  stability.  Higher  risk  perception  ulti- 
mately demands  higher  payouts  in  interest  and  dividends.  Substantial  in- 
creases in  liabilities  can  even  threaten  the  company's  ability  to  obtain  any  fur- 
ther credit. 

Increases  in  preferred  stock  place  greater  stress  on  common  earnings, 
because  of  the  priority  of  preferred  dividends,  without  the  benefit  of  tax 
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deductibility  interest  enjoys.  Consequently,  preferred  stock  often  has  the 
highest  after-tax  cost  from  the  perspective  of  the  company. 
Additions  to  common  stt>ck  involve  especially  crucial  issues: 

1.  Dilution  of  book  value  may  occur.  Dilution  is  the  allwation  of  net  worth 
(book  value)  to  a  larger  number  of  shares.  Dilution  of  v;due  will  tKX'ur  if 
shares  are  issued  for  consideration  less  than  present  book  value  per  share. 
For  example: 

Total  Book  Value         #  of  Shares         B.V./Share 


Initial  Status  $1,00(),(K)0  lOO.OOO  $10.00 

New  Issue  250,000  50,000  5.00 

Total  After  New  Issue  $1,250,000  150,000  $8.33 

In  effect,  each  of  the  new  shares  takes  $1.67  from  the  previously  existing 
shares  to  achieve  parity.  This  will  generally  not  be  pleasing  to  the  old 
shareholders. 

2.  Similarly,  dilution  of  earnings  would  ocx-ur  if  the  return  earned  on  the 
newly  actjuired  capital  is  less  than  that  otherwise  achievable  on  the  old  capi- 
tal, as  in  this  example: 

Total  Earnings  #  of  Shares  E.P.S. 

Initial  Status  $100,000  1(H),000  $1.00 

New  Issue  35,(K)0  5(),()0()  0.70 

Total  After  New  Lssue  $135,000  150,0(M)  $0.90 

Why,  one  might  ask,  would  the  company  bother  raising  such  capital  if  the  re- 
turn is  going  to  penali/.e  the  older  shareholders?  Ibe  cajiital  may  be  reciuired 
to  meet  expenditures  rc(|uired  by  regulation  or  committed  for.  The  shares 
may  be  issued  in  a  merger,  the  benefits  of  which  may  not  be  readily  reali/.;i- 
ble.  There  are  other  situations,  but  the  more  important  issue  is  often  the  un- 
derstanding of  the  risk  of  dilution  if  the  earnings  anticiiwtcd  from  a  new  issue 
are  not  achieved. 

Note  loo  that  the  earnings  are  assumedly  a  return  on  the  capital  employed 
and  are  fiirtlier  assumed  to  be  discreetly  allocable  to  iiarlicular  issues.  Tlu-se 
assumptions  may  not  be  necessarily  aiiplicable  or  verifiable,  as  capital  is  inn 
gible.  It  might  be  worth  adding  that  the  appearance  of  earnings  tlilntion  can 
be  erroneous,  as  the  additional  capital  might  be  absolutely  indispensable  if 
the  comjiany  is  going  lo  be  able  to  achicNC  even  the  diluted  le\cl  ol 
prolitabilily. 

.3.  Ownership  control  of  the  corporation  is  a  function  ol  conunon  stock  <iis- 
(ribnlion    (l-'-xccptions  exist  for  cla.s.ses  of  conunon  stiK-k,  but  there  is  always 
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some  bedrock  stock  that  carries  the  voting  power.)  The  smaller  the  number  of 
preexisting  shareholders,  the  larger  the  issue  of  control  looms.  The  value  of 
control,  both  practically  and  psychologically,  means  that  new  shares  threat- 
ening control  entail  a  higher  subjective  cost,  as  the  loss  of  control  must  be 
justified  by  a  higher  return  on  the  capital  so  employed. 

4.  In  the  privately  held  outfit,  the  inclusion  of  new  shareholders  is  of  ex- 
traordinary import  and  may  effectively  preclude  issuance  of  new  shares.  Not 
only  is  ownership  involved,  but  the  chemistry  and  personalities  of  additional 
owners  in  a  small  group  can  have  repercussions  that  affect  every  aspect  of 
management,  operations  and  profit. 

5.  In  the  public  company  (and  some  private  ones,  too)  the  prospect  of  a 
takeover  must  be  considered  in  wider  distribution  of  shares. 

6.  In  the  small  corporation,  common  stock  issuance  can  affect  the  firm's  el- 
igibility to  elect  or  retain  Subchapter  S  treatment  under  the  Internal  Reve- 
nue Code,  whereby  the  corporation  is  not  taxed  as  a  separate  entity.  Instead, 
its  earnings  are  "flowed  through"  to  common  stockholders  in  proportion  to 
their  ownership. 

7.  The  initial  public  issuance  of  stock  not  only  involves  a  fundamental 
change  in  the  company's  control,  but  introduces  new  regulatory  burdens,  re- 
sponsibilities and  costs. 

Recall  that  Marginal  Cost  of  Capital  is  the  best  standard  for  project  eval- 
uation. The  decision  that  the  marginal  capital  whose  cost  will  serve  as  the 
benchmark  will  be  one  sort  of  capital  (e.g.,  debt)  or  another  (e.g.,  common) 
may  well  be  misleading. 

To  illustrate,  assume  that  the  marginal  capital  for  a  firm,  based  on  ratios 
and  the  state  of  the  capital  markets,  will  be  preferred  stock  with  an  after-tax 
cost  of  9%.  The  project  under  consideration  will  return  a  comparable  8%.  Re- 
cause  the  return  is  below  cost,  the  project  would  be  rejected. 

Shortly  thereafter,  conditions  change  and  the  marginal  issue  becomes  debt 
with  cost  of  6%.  Another  project  is  now  under  review  with  a  return  of  7%. 
Since  return  exceeds  cost,  project  accepted. 

But  such  a  result  is  ludicrous:  An  8%  return  is  preferable  to  7%. 

Therefore,  the  highest  marginal  cost  among  all  capital  alternatives  is  the 
better  measure.  It  is  also  okay  to  use  an  average  of  present  market  costs,  pref- 
erably weighted  with  the  company's  ideal  capital  structure.  However,  if  the 
ideal  structure  differs  substantially  from  current  structure,  some  adjustment 
to  cost  may  be  necessary. 

Some  managers  use  the  firm's  present  average  cost  of  capital,  but  if  the  firm 
has  an  excess  of  old  capital  at  rates  far  different  from  current  market,  a  dis- 
service is  done  if  the  company  might  acquire  new  capital. 

There  is  ordinarily  a  great  deal  of  leeway  in  picking  this  marginal  target, 
and  the  judgment  the  financial  manager  uses  can  have  far-reaching  effect.  Ex- 
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ercising  that  judgment  within  a  well-defined  range  of  possibiHties,  with  a  fiiin 
grasp  on  the  facts  of  the  situation,  is  most  hkely  to  lead  to  goal  achievement. 

LEVERAGE 

Leverage  may  be  defined  as  the  employment  of  fixed  cost  capital  in  pursuit  of 
an  unfixed  return.  The  fifth  objective  of  capital  structure  is  an  important  in- 
fluence on  both  profitability  and  aggregate  cost  of  capital. 

Leverage  is  most  easily  explained  by  example. 

Assume  two  firms,  each  with  identical  sales  and  cost  profiles  and  the  same 
amount  of  invested  capital,  but  differing  capital  structures: 

Firm  I  Firm  II 


Capital  Structure: 

10%  Debt 

50, 000 

-0- 

Equity 

50,000 

1(M),(KK) 

Total  Capital 

100,(XK) 

1(K),(KH) 

Sales 

500,  (KK) 

5(K),(KK) 

Operating  Expenses 

-450,0(X) 

-  450,0(K) 

Operating  Net  Income 

50.  (KK) 

50,  (KH) 

Interest  Expense 

-5,(KK) 

-0- 

Pretax  Net 

45,(KK) 

50. (MM) 

50%  Tax  Rate 

-22,500 

-25.(MK) 

After  Tax  Net 

22,5(K) 

25,  (KK) 

Helurn  on  Equity 

45% 

25% 

Firm  Ts  shareholders  reali/.e  a  substantially  higher  rate  of  return,  because 
lixcd  cost  debt  provides  half  the  capital  needed  at  a  cost  below  the  average 
()|)('raling  return  on  total  (ai)ital: 

Operating  iU'tiini  ---  OpcraliiiK  Nct/I'otal  Capital 
Operating  Hcturn  -  ,5(),()(K)'1(M),(KK)  =  50% 

VoitU  to  rrmrmhcr.  hi  romjxiiiuf:  llir  nilc  ofllir  /her/  rost  nipttdl  to  oprnitina 
ri'turn.  he  sure  tliot  holli  rales  air  ralriilalid  on  the  same  {lilhii  )nr  «i  afirr-) 
tax  basis . 

When  the  lixcd  cost  capital  earns  an  al)(i\ c-iosl  return,  the  l<-\cra)ie  is  la- 
vorablc.  but  (amines  below  cost  will  (  ul  tlu-  rclinn  Id  sliairliolders: 
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Firm  I  Firm  11 


Capital  Structure: 
10%  Debt 
Equity 

Total  Capital 

Operating  Net 
Interest 

Pretax  Net 
Taxes  @  50% 

Net  Income 

Return  on  Equity  10%  3.0% 

And  will  magnify  the  effect  of  losses: 

Firm  I  Firm  II 


50,000 

-0- 

50,000 

100,000 

100,000 

100,000 

6,000 

6,000 

-5,000 

-0- 

1,000 

6,000 

-500 

-3,000 

500 

3,000 

Operating  Net  (5,000)  (5,000) 

Interest  -5,000                             -0- 

PretaxNet  '           (10,000)  (5,000) 

Taxes  NA                                NA 

Net  Income  (10,000)  (5,000) 


Return  on  Equity  (20)%  (5%) 

Therefore,  the  greater  the  leverage,  the  greater  the  risk. 

Some  degree  of  leverage  is  generally  desirable  to  magnify  earnings.  The 
point  at  which  leverage  becomes  too  heavy  is  a  part  of  determining  the  opti- 
mum capital  structure. 


OPTIMUM  CAPITAL  STRUCTURE 

Let  us  define  Optimum  Capital  Structure  as  that  combination  of  invested 
capital  that  produces  the  highest  sustainable  net  return  to  common  share- 
holders. "Sustainable"  means  that  our  view  is  a  long-term  one.  While  it  may 
be  possible  to  show  enormous  profit  in  one  year,  if  those  profits  are  achieved 
through  massive  overextension  that  will  bankrupt  the  company  in  the  next 
year,  the  overextended  structure  is  clearly  not  optimal. 

As  long  as  the  sustainable  rate  of  return  on  additional  capital  will  exceed 
the  cost  of  that  capital,  it  is  desirable  to  acquire  the  additional  fimds.  Further- 
more, the  more  capital  profitably  employed,  the  higher  the  return.  (Remem- 
ber, we  are  basing  cost  of  equity  capital  on  current  rate  to  existing  sharehold- 
ers, so  that  the  return  must  exceed  that  cost  to  be  "profitable.")  Hence,  the 
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optimum  capital  structure  is  one  that  will  allow  us  the  greatest  amount  of" cap- 
ital at  an  acceptable  cost. 

Recalling  our  initial  objectives,  that  greatest  amount  must  be 

1.  Sufficient  for  our  needs 

2.  Flexible  in  its  terms 

3.  Stable  as  far  as  our  ability  to  retain  it  is  concerned 

4.  Acceptable  in  Cost 

5.  Entails  acceptable  risk,  as  evidenced  by  the  extent  of  Leverage 

All  of  these  objectives  implicitly  postulate  a  known  rate  of  return  on  which 
our  capital  decisions  can  be  based.  At  the  same  time,  we  can  visualize  units  of 
capital  standing  at  attention  to  be  summoned  forth  to  duty  in  order  of  the  cost 
associated  with  each. 

Graphically,  this  scenario  of  capital  availability  reflects  the  environment  in 
which  the  structure  decisions  are  made: 


Ranice  of  Rale 
—   of  Rfturn 


$  Amounts  of  Capital 

Initially,  capital  cost  is  relatively  liigh,  as  start-up  capital  lends  lo  i)e  more 
expensive  because  of  the  risk  as.sociated  with  it.  As  more  capital  is  added,  it  is 
initially  cheaper,  rising  in  cost  as  supply  dinuu'slies  and  investors  grow  warier 
of  overextension. 

What  the  firm  seeks  to  do  is  lo  go  as  far  riglitward  as  possible  in  ac(|uiring 
capital  (i.e.,  greatest  amount)  while  kcei)ing  the  cost  at  or  below  the  range  of 
the  rate  of  return.  Moving  the  cajiital  cost  c()ii(iiiiMali()ii  Iroin  Liiyout  1  lo 
layout  2  adds  the  profits  in  the  shaded  area. 

The  steps  to  be  taken  to  make  that  move  while  coulimiiiig  lo  meet  the  li\e 
ca|)ilal  objectives  are  examined  in  ('haptci   13. 


Chapter  Thirteen 


GETTING  THE  RIGHT  CAPITAL 
AT  THE  RIGHT  TIME 


The  tactical  steps  to  be  taken  in  satisfying  our  five  capital  objectives  as  out- 
lined in  the  last  chapter  are  the  subject  of  this  chapter.  The  steps  that  will 
make  capital  available  affect  the  units  of  capital  one  at  a  time.  The  process  of 
selling  a  stake  in  the  company  is  like  the  process  of  selling  almost  anything.  If 
the  product  is  not  at  least  as  attractive  as  competitive  alternatives,  the  prod- 
uct will  not  sell. 

Each  of  the  tactics  adopted  seeks  to  promote  the  achievement  of  one  or 
more  of  our  five  objectives: 

1.  Sufficiency 

2.  Stability 

3.  Flexibility 

4.  Cost 

5.  Leverage 

and  the  whole  fabric  woven  of  these  tactics  must  adequately  clothe  the 
company  in  capital  tailored  within  the  minimum  tolerances  of  each  of  those 
objectives. 
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MARKET  DEFINITION 

In  broad  terms  there  are  five  markets  from  vvliich  capital  may  be  attracted: 

1.  Individual  Investors 

2.  Institutional  Investors  (non-corporate) 

3.  Corporate  Investors 

4.  Lenders  (those  only  offering  debt  capital) 

5.  Governments  (federal,  state,  local  and  foreign  and  their  agencies) 

These  labels  are  less  than  perfect,  because  some  entities  will  have  a  pres- 
ence in  more  than  one  market.  For  example,  a  commercial  bank  will  be  a 
lender,  will  have  a  trust  department  acting  as  an  institutional  investor,  may 
from  time  to  time  be  seeking  an  eejuity  position  for  its  own  account  (as  a  cor- 
porate investor)  and  will  even  act  as  a  conduit  or  participant  in  government 
programs,  such  as  SBA  guarantee  programs.  And  all  the  while,  the  bank's  t)f- 
ficers,  directors  and  emplo\ees  maintain  their  personal  identity  as  individual 
investors  (although  insider  trading  rules  and  ethical  considerations  of  conflict 
of  interest  must  be  mentioned  in  passing  and  strictly  obsened). 

Nonetheless,  it  is  convenient  to  think  in  terms  of  these  broad  categories  to 
help  identify  the  investor  motivations  to  which  various  tactics  will  be  more 
responsive  and,  hence,  more  successful.  All  five  of  these  larger  categories  can 
be  divided  into  investor  subgroups  as  in  this  partial  listing: 

Individuals:         Present  Investors  Previous  Investors 

Upper-Income  Investors  Small  Investors 
Employees 

Institutions:         Pension  Funds  Trust  Funds 

Mutual  Funds  l^'oundations 

Insurance  Companies  Labor  Unions 

C'orporafions:      (Competitors  (Merger)  Wiidors 

Suppliers  (jistonicrs 

Affiliates  SlUCs 

Investmi-nt  Hankers  \enlurc  ( Capitalists 

Lenilers:  Domestic  Banks  Foreign  U.uiks 

I''inance  (Companies  Insurance  Companies 

Investment  Hankers  Money  Mark<'l  I-'unds 

(Coveninient:        Federal  I'lograins  I'cderal  Agencies 

Slate  .'\geiK  ies  Munidpal  Agencies 

Small  Business  Admin.  Business  Development  Agencies 

l'"or<Mgn  Aulliiinties 
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While  some  of  these  subgroups  may  be  unconventional  (e.g.,  labor  unions), 
none  should  be  rejected  out  of  hand.  In  fact,  the  location  of  unconventional 
sources  is  a  major  coup  for  the  financial  manager,  so  long  as  the  funds  derived 
fit  into  the  firm's  capital  objectives  and  strategy. 


INVESTOR  MOTIVATIONS 

Of  course,  the  ultimate  investor  motivation  is  the  highest  net  return  free  of 
risk.  The  components  of  these  two  standards — risk  and  reward — are  the  fo- 
cus of  these  tactics. 


Return  Components 

1.  Return  on  Equity.  Overall  profitability  to  the  shareholder,  the  back- 
bone of  immediate  reward,  which  may  also  be  manifested  as  "interest 
coverage "  for  debt  investors. 

2.  Earnings  Grotvth.  The  promise  of  continuous  increasing  profitability 
and  an  indicator  of  potential  worth  of  the  firm  and  its  shares. 

3.  Cash  Flow.  Hard  dollar  profitability,  of  particular  importance  in  non- 
corporate operations  such  as  real  estate  investment  trusts. 

4.  Dividends  and  Interest  Payouts.  Reward  in  hard  dollars  as  to  each 
unit  of  investment. 

5.  Dividend  Growth.  The  promise  of  greater  hard  dollar  potential  and 
another  factor  in  worth. 

6.  Equity  Value  Growth.  Increase  in  net  asset  value,  either  as  a  result  of 
increases  in  book  value,  market  value  or  both,  brought  about  by  in- 
creasing profitability  or  increases  in  asset  values. 

7.  Taxability.  Maintained  at  as  low  a  level  as  possible  and  a  function  of 
the  circumstances  of  the  individual  securities. 

8.  Securities  Value.  Increases  in  intrinsic  worth  because  of  the  greater 
assets  represented  thereby,  and/or  in  market  value  simply  as  a  func- 
tion of  supply,  demand,  and  market  rates,  although  demand  may  well 
be  induced  by  changes  in  intrinsic  value. 


Risk 

9.   Stability.   Not  in  terms  of  remaining  static,  but  in  not  being  erratic. 
10.   Predictability.   A  cousin  of  stability,  but  encompassing  opportunity  for 
the  investor  to  make  plans  in  relation  to  the  investment. 
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11.  Liquidity.  The  ability  to  change  from  one  investment  to  another,  or 
into  cash  for  expenditure. 

12.  Convertibility.  The  opportunity  to  swap  for  another  investment  with- 
out the  intermediate  step  of  cashing  out. 

13.  Control.  The  abihty  to  influence  or  restrain  the  company  and  its  risks 
and  opportunities. 

14.  Security.  Sufficient  net  asset  vahie  to  assure  the  worth  of  the  invest- 
ment. 

15.  Reputation.  The  history  and  character  of  the  company  and  its  princi- 
pals. 

16.  Self -Sufficiency.  Avoidance  of  the  need  to  invest  more  to  support 
prior  investments.  Not  to  be  confused  with  the  opportunity  to  increase 
the  investment  at  will  to  reap  a  greater  return. 

INVESTOR  MOTIVATION  TALLY 


An  Investor  Motivation  Tally  will  help  to  match  and  mold  securities  to  invest- 
ors. The  sheet  subjectively  appraises  the  investor  group  or  subgroup  motiva- 
tions in  the  format  shown  in  this  example: 

INVESTOR  SUBGROUP:  Venture  Capitalists 
Amount  to  Be  Raised;  $1,()0(),000 
Security  Type:  Equity 


Company 

Motivation 

Priority 

Level  Recjuired 

SufTiciency 

Return  on  Equity 

7 

20%  per  year 

Possible 

Earnings  Growth 

2 

25%  per  year 

Likely 

Cash  Flow 

9 

Steady;  2/1  Cur.  Rat. 

Yes 

Dividends/Interest 

13 

None 

Yes 

Dividend  Growth 

8 

Begin  w/in  3  yrs. 

Diflicult 

Equity  Value  (irowth 

1 

12%  per  year 

Possible 

Taxability 

16 

Not  Meaningful 

NM 

Securities  Value 

10 

Public  w/in  3  yrs. 

Possible 

Stability 

12 

No  deficits  5  yrs. 

No 

Predictability 

3 

Close  curve  fit 

(Jood 

Li(|uidity 

4 

90  days  to  cash 

DillicuU 

(Jonverlibility 

14 

None  required 

Yes 

C>ontrol 

5 

(^onfingcnt 

Atx;eptable 
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Motivation 


Security 

Reputation 

Self-sufficiency 


Priority  Level  Required 


11 

6 
15 


Equal  Investment 

Clean 

20%  on  call 


Company 
Sufficiency 


Difficult 

Yes 

Yes 


Once  the  potential  investor  target  groups  are  evaluated  in  this  way,  choose 
those  where  the  company  is  sufficient  and  where  the  investor's  higher  pri- 
orities dovetail  with  the  company's  strengths.  Then,  to  achieve  the  most 
favorable  satisfaction  of  the  capital  objectives,  undertake  to  structure  the  in- 
vestment with  tactical  maneuvers  that  also  improve  the  company's  respon- 
siveness to  the  investor  priorities. 


TACTICAL  ALTERNATIVES— DEBT 

All  of  the  structural  tactics  listed  in  the  chapters  on  Banking  and  Bank  Debt 
Alternatives  apply  to  debt  and  are  Usted  here  for  convenience: 


Variable  Interest  Rates 
Automatic  Renewability 
Larger  Collateral  Write-off 
Callability 

Tax  Benefit  Passthrough 
Pledge  of  Future  Collateral 
Subordination 
Multiple  Entities 
Accelerating  Payments 
Flexible  Payments 
Fixed  Sale  Buyout 
Early  Cancellation 


Balloon  Payments 
Collateral  Substitution 
Prepayment 
Leasing 

Funding  Options 
Guarantees  ; 

Indenture  Restrictions 
Residual  Value  Adjustment 
Decelerating  Payments 
Fair  Market  Value  Buyout 
Guaranteed  Sale  Buyout 
Trade-in 


Additionally,  lenders,  particularly  where  long-term  loans  are  involved,  may 
be  enticed  by  "equity  kickers"  or  an  opportunity  to  participate  in  profitability 
while  retaining  the  safer  status  of  an  assured  return  and  prior  claim  on  assets. 
The  borrower  may  also  desire  an  equity  kicker  to  bolster,  presently  or  poten- 
tially, the  equity  portion  of  the  capital  structure. 

Such  a  kicker  can  take  these  forms: 

Warrants/Options.  The  right  of  the  lender  to  also  buy  equity.  Several 
variations  can  be  used,  including: 
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1.  Fixed  Price.  Usually  at  or  above  the  market  value  price  at  time  of  issu- 
ance, but  below  prices  anticipated  in  the  future. 

2.  Declining  Price.  If  the  initial  price  is  set  above  current  market,  the 
price  may  be  made  to  decline  at  fixed  intervals  so  that  the  lower  price 
will  encourage  eventual  exercise. 

3.  Increasing  Price.  If  the  price  is  set  to  rise,  the  portent  of  that  increase 
will  encourage  purchase  early  on. 

4.  Renetcability.   Right  of  the  issuer  to  extend  the  time  for  purchase. 

5.  Contingency.  Not  exercisable  unless  certain  e\ents  occur.  This  twist 
is  usually  used  as  a  method  for  the  lender  to  exercise  control  via  own- 
ership in  the  event  of  borrower  default  or  shortfall  in  standards. 

6.  Cash  Payment.  Warrants  may  be  exercised  only  by  cash  on  delivery. 

7.  Debt  Payment.  Warrants  may  be  exercised  by  payment  in  cash  or  by 
cancellation  of  debt.  If  debt  is  issued  at  high  interest  rates  relative  to 
historic  and  anticipated  levels,  the  company  may  fa\-or  this  alternative, 
as  its  ability  to  buy  in  the  debt  will  be  limited  by  the  higher  market 
price  or  relatively  higher  call  price.  Conversely,  if  debt  is  issued  when 
rates  are  relatively  low,  this  term  is  undesirable,  as  cash  pa\  uu-nt  can 
be  used  to  retire  the  debt  at  a  cost  below  face  value. 

8.  Repurchase.  If  warrants  can  be  bought  back  by  the  issuer,  it  encour- 
ages exercise  if  called  for  purchase  when  market  price  is  above  exercise 
price.  Alternatively,  exercise  can  be  permanently  avoided  ii  market  is 
below  exercise,  and  the  issuer  repurchases.  Where  stock  is  closely 
held  and  there  is  no  market,  avoidance  or  encouragement  will  depend 
on  the  holder's  view  of  company  worth. 

9.  Assignability.  Allows  the  lender  to  sell  or  assign  the  warrants,  thereby 
being  able  to  realize  a  return  on  them  without  having  to  exercise. 

Convertibility.  The  lender  has  the  chance  to  convert  to  eijuity  by  cancel- 
ling the  debt  under  these  alternatives: 

1.  Fixed  Conversion.  A  fixed  mnnber  of  shares  lor  each  sin-cilic  amount 
of  debt  face  value. 

2.  Decreasing  Conversion.  l'"ewer  shares  per  specific  amount  ol  lace 
value  as  time  pas.ses  or  events  (Kcur. 

3.  Increasing  Conversion.  More  shares  per  speeilic  amount  ol  fu c  v.ilue 
as  time  passes  or  events  occur. 

4.  Revertibilily.  Lender  must  convert,  it  being  the  Ix.rrower's  choice  to 
demand  it,  and  may  be  liiinte<l  to  ( crlain  ( iriinnslances.  This  term  is 
rarely  used,  but  instead  most  debt  is  <allai)le  and  th<-  holder  will  usu- 
ally conv«-rf  upon  call  if  (he  n  aloe  ol  the  sli.n cs  oiit.imi-d  b>  i oun  crsion 
will  exceed  call  price. 
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5.  Mixed  Conversion.  The  debt  may  be  converted  into  shares  of  another 
entity  (i.e.,  not  the  debtor),  such  as  that  of  a  parent  or  subsidiary. 

A  third  form  of  equity  kicker  is  the  direct  issuance  of  shares  along  with  the 
debt  in  the  form  of  "units"  where  the  face  vahie  of  the  debt  phis  the  market 
vahie  of  the  stock  exceed  the  price  of  the  unit.  The  interest  rate  on  the  debt 
may  be  below  market  rates,  so  that  the  market  value  of  the  debt  may  be  be- 
low face  value. 

A  fourth  form  of  equity  kicker  is  pure  profit  participation  without  actual  eq- 
uity ownership,  through  increases  in  the  payments  due  on  debt  as  a  function 
of  profitability.  These  payments  may  be  in  the  form  of  "bonus  interest"  or  the 
applicable  interest  rate  may  be  changed  to  change  the  payment  or  the  face 
value  of  the  debt  may  be  increased. 
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Because  one  share  of  stock  must  be  treated  like  any  other  of  its  class,  the  ini- 
tial issue  of  stock  determines  many  of  the  attributes  of  future  issues.  Simi- 
larly, changes  and  decisions  involving  new  issues  also  have  a  retroactive  im- 
pact on  the  outstanding  shares.  Nonetheless,  equity  also  may  entail  some 
tactical  considerations. 

Tandem  Offers.  Sale  of  equity  together  with  debts,  as  in  unit  offers 
above,  offers  savings  in  issuance  costs  and  should  make  both  securities  more 
attractive  than  either  would  be  alone,  as  where  a  tandem  offer  permits  main- 
tenance of  desired  capital  structure.  (Sales  of  common  with  preferred  stock 
are  another  form  of  tandem.)  Such  offers  may  allow  investors  to  choose  one  or 
the  other  security  or  may  sell  only  in  unit  form,  depending  on  which  ap- 
proach is  likely  to  be  the  most  successful  in  the  marketplace. 

Classes.  Common  stock  may  be  segregated  into  classes  with  the  approval 
of  state  authorities  governing  corporate  charters.  The  situation  most  fre- 
quently producing  adoption  of  classes  involves  voting  control  without  divi- 
dends in  one  class  and  Hmited  or  no  voting  with  dividend  preference  in  the 
other  class.  The  second  class  is  issued  instead  of  preferred  stock,  because  pre- 
ferred's  fixed  dividends  are  not  desirable.  Two  pitfalls  of  class  usage: 

L  In  closely  held  companies,  the  issuance  of  more  than  one  class  of  stock 
will  prohibit  election  or  retention  of  Subchapter  S  status  for  corporate 
income  tax  treatment. 

2.  Presently,  the  New  York  Stock  Exchange  will  not  list  classes  of  com- 
mon stock. 
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Options  Market.  Since  the  early  1970s,  trading  in  listed  put  and  call  op- 
tions has  attracted  substantial  funds  and  attention. 

A  listed  option  is  a  contract  to  buy  (Call)  or  sell  (Put)  a  stock  at  a  fixed  price 
(usually  a  multiple  of  $5  or  $10)  by  a  certain  date  (usually  within  a  year).  The 
offeror  (Writer)  is  paid  for  the  option  by  the  offeree  (Holder)  who  can  sell  the 
option  prior  to  exercise.  Calls  increase  in  price  with  the  underlying  stock, 
whereas  puts  increase  in  price  as  the  price  declines. 

There  are  two  schools  of  thought  on  options  relative  to  the  listed  company: 

Those  opposed  often  cite  these  reasons: 

1.  Options  attract  funds  that  would  otherwise  be  invested  directly  in  the 
stock. 

2.  Options  promote  volatility  in  the  underlying  stock  price  by  their  oper- 
ation and  by  fostering  speculation. 

3.  Near  the  expiration  time  there  is  artificial  activity  in  stock  trading  that 
tends  to  distort  price  and  ignore  fundamentals. 

4.  Options,  being  a  strictly  short-term  investment,  promote  short-term 
management  goals. 

5.  Options  introduce  another  item  of  securities  regulatory  burden. 

Those  in  favor  usually  point  to  these  factors: 

1.  Options  create  interest  in  a  stock  that  attracts  additional  investment. 

2.  With  the  hedge  that  options  provide,  institutions  particularly  arc  able 
to  invest  with  less  concern  and  able  to  stick  with  a  stock  in  difficult  pe- 
riods, thereby  promoting  stability. 

3.  Options  provide  an  additional  dimension  of  the  markets  a.ssessment  of 
a  company's  prospects,  useful  for  planning  fiiturc  securities  market- 
ing. 

4.  Options  provide  shareholders  with  a  measure  ot  licjuidity  that  jiro- 
motes  share  retention,  as  the  holder  need  not  sell  off  shares  to  obtain 
cash . 

There  is  merit  to  both  sides  of  these  arguments,  but  on  balance,  options 
listing  would  be  an  attractive  opportunity  for  most  companies,  as  the  "pro"  ar- 
guments tend  to  be  f)()rne  out  by  experience. 

Options  may  also  present  one  other  opportunity,  that  of  the  comjiany  itself 
writing  call  options  as  an  ongoing  capital  attraction  program.  There  arc  a 
number  of  noteworthy  legal  hurdles  to  ov«'rc<)me,  such  as  exemption  from 
preemptive  rights  for  some  coin|)anies,  and  continuous  ,SF,C  registration 
maintenance  for  all.  Tlieri-  are  also  hunts  to  tlu-  amount  of  sue!)  activity  tin- 
company  can  engage  in  and  such  activity  must  be  carehilly  calculated  not  to 
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artificially  influence  the  price  or  trading  of  either  the  stock  or  the  option. 
Once  these  hurdles  are  overcome,  however,  a  company  can  sell  calls  regu- 
larly, pocketing  the  premiums.  Calls  exercised  can  be  satisfied  out  of  new  is- 
sues or  treasury  stock,  capturing  more  funds  when  exercise  occurs. 
Here  are  three  practical  problems: 

1.  If  the  company  writes  too  many  calls  it  will  drive  down  the  option  price, 
reducing  the  attractiveness  of  the  sales.  The  options  markets  are  frequently 
"thin"  so  that  relatively  few  transactions  can  induce  relatively  large  price 
swings. 

2.  Transaction  costs  are  relatively  high  both  absolutely  and  because  the 
company  must  necessarily  deal  in  small  increments,  increasing  the  cost  of  the 
capital  so  obtained. 

3.  Dilution  can  occur  as  with  any  other  additional  equity  sales.  Hence,  a 
company  is  effectively  foreclosed  (or  should  be)  from  the  market  if  contract 
prices  are  below  book  value. 

Rights.  Issuance  of  rights  is  much  like  listing  options,  except  that  rights 
offerings  are  generally  completed  within  a  short  period,  usually  not  over 
a  month.  Marketability  of  rights  provides  a  way  for  shareholders  to  be  re- 
warded with  hard  cash  by  the  company.  Similarly,  they  are  also  rewarded  by 
the  opportunity  to  acquire  additional  shares  with  less-than-average  transac- 
tion costs  while  maintaining  their  relative  control  position  within  the  overall 
shareholder  community.  At  the  same  time,  rights  offerings  can  provide  the 
issuer  with  savings  over  the  cost  of  a  straight  issue,  although  the  issuer  is  ac- 
cepting the  risk  that  not  all  of  the  rights  will  be  exercised,  and,  therefore,  not 
all  the  capital  hoped  for  will  be  raised.  Theoretically,  that  danger  can  be  off- 
set by  increasing  the  number  of  rights,  thereby  anticipating  a  shortfall  in  ex- 
ercise that  will  bring  in  the  amount  of  capital  desired.  However,  that  ap- 
proach may  raise  the  prospect  of  dilution  in  relation  to  the  price  of  the  shares. 

For  example,  assume  1,000  shares  outstanding  before  the  offering  carryirg 
a  price  of  $20  per  share,  which  happens  to  equal  book  value,  but  also  reflects 
a  price — earnings  ratio  of  lOX  on  E.P.S.  of  $2.  Assume  the  company  wants  to 
raise  $20,000  with  a  rights  offering  in  which  it  expects  to  succeed  in  selling 
90%  of  the  shares  offered,  and  on  which  it  anticipates  a  10%  return.  If  it  puts 
out  an  offer  of  one  right  for  one  share  at  $20  per  share  and  90%  are  exercised, 
only  $18,000  will  be  raised.  If  the  company  decides  to  offer  1,112  shares,  on 
the  theory  that  90%  of  that  number  exercised  will  yield  1,000  new  shares,  the 
market  will  evaluate  the  offer  on  the  basis  that  only  $2,000  in  profit  is  antici- 
pated from  the  capital  to  be  raised  (10%  X  $20,000),  but  if  all  the  shares  are 
bought  there  will  be  2,112  shares  outstanding  to  split  only  $4,000  in  profit, 
yielding  an  E.P.S.  of  $1.89  per  share  and  a  price  of  $18.90  if  the  PE  ratio 
holds.  The  best  solution  to  this  problem  is  to  offer  the  rights  to  purchase 
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shares  at  a  slight  discount  (say  $19.50  per  share)  to  encourage  the  exercise  of 
all  the  rights,  account  for  some  limited  dilution  in  profit  and  to  imbue  the 
rights  with  an  intrinsic  marked  value  (in  this  case  $20.00  -  $19.50  =  $.50  per 
right)  that  will  place  them  in  demand  to  stimulate  exercise.  Note,  however, 
that  this  approach  may  drive  the  share  price  down  to  $19.50. 

Stock  Dividends  and  Splits.  The  technical  distinction  between  stock  divi- 
dends and  splits  is  that  the  former  result  in  no  change  in  par  value,  while 
splits  reduce  par  value  per  share.  Stock  dividends  result  in  an  accounting  en- 
tr>'  crediting  capital  stock  and  debiting  paid  in  capital  or  capital  surplus.  In 
companies  with  no-par  stock,  the  distinction  is  essentially  .semantic.  In  any 
case,  there  are  four  reasons  for  employing  them: 

1.  To  keep  equity  prices  in  a  range  believed  likely  to  promote  purchase. 
Many  analysts  believe  this  level  is  usually  above  $25  per  share  ami  be- 
low $100  per  share.  Price  at  too  low  a  level  may  denigrate  the  stock  by 
relating  it  to  those  with  low  prices  that  are  selling  down  there  because 
of  poor  (juality.  Prices  too  high  take  a  round  lot  out  of  the  purchase 
range  of  many  individual  investors,  even  though  such  investors  are 
generally  less  of  a  force  in  the  market  than  in  previous  times. 

2.  To  increase  the  distribution  by  putting  more  shares  in  the  liands  of  liie 
public. 

3.  To  provide  shareholders  with  more  li(iuidity  as  they  can  sell  oO  a  part 
of  their  holdings  with  greater  ease. 

4.  In  the  closely  held  cor|)oration,  to  permit  sales  to  tiiird  parties  (e.g., 
employees)  witiiout  giving  u|)  large  amounts  ol  voting  power. 

To  raise  the  price  of  slock  and  reduce  the  float  (i.e.,  shares  outstanding) 
some  companies  have  resorted  to  "reverse  splits"  wherein  a  fewer  number  of 
shares  are  issued  in  exchange  for  outstanding  shares.  However,  such  a  tactic 
can  boomerang  precisely  because  the  smaller  distribution,  higher  price, 
greater  illiciuidity  and  tighter  control  may  make  the  shares  less  attractive. 

Par,  No-Par,  Authorized  Shares  and  Stated  Capital.  These  concepts  have 
lost  a  great  deal  of  their  old-fashioned  importance  and  are  now  of  interest  in 
most  cases  only  as  a  determinant  of  charter,  (lualification  and  Iranchise  fees  in 
various  slates  and  taxing  jurisdictions.  Nonetheless,  in  flic  closely  held  corpo- 
ration, parlictilarly  as  expansion  rc(|uires  (inalilicalion  in  more  and  more  ju- 
risdictions, a  restructuring  ol  capital  aixoiuits  and  share  Icnns  cm  inodiuc 
material  savings  in  the  a|)plicable  lees  and  taxes. 

Exchange  lasting.  Listing  of  sli.ucs  on  an  exchange  usually  makes  shares 
more  attractive  by  pro\  itling  holders  with  greater  li(|uidily  and  by  promoting 
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awareness  of  the  company.  The  formalization  of  Hsting  may  also  add  to  the 
company's  image  of  progress  with  stability.  The  value  of  listing  even  on  a  re- 
gional exchange  should  not  be  overlooked,  particularly  as  the  initial  listing 
will  give  the  company's  stock  national  exposure  through  the  financial  media 
that  it  might  not  otherwise  enjoy,  thereby  opening  up  new  capital  territories 
for  potential  conquest. 

Employee  Stock  Ownership  Plans.  ESOP's  were  created  by  enabling  fed- 
eral legislation  in  1976.  They  permit  a  corporation  to  recapture  income  taxes 
in  the  form  of  additional  equity.  There  are  two  basic  types  of  plans.  Deduc- 
tion plans  involve  a  donation  by  the  company  to  a  trust  qualifying  for  a  deduc- 
tion to  the  extent  of  the  donation,  thereby  reducing  corporate  income  tax. 
The  trust  then  invests  the  proceeds  in  the  company  stock,  returning  the  ac- 
tual cash  to  the  corporation,  while  leaving  the  taxes  owed  at  a  lower  level. 
(See  Figure  A.)  Credit  type  plans  permit  companies  to  also  take  an  additional 
investment  tax  credit  on  qualifying  property,  so  long  as  the  additional  credit 
flows  into  a  trust.  The  trust  uses  the  taxes  saved  to  purchase  corporate  shares. 
Credit  type  plans  may  also  encompass  the  mechanics  of  deduction  plans,  but 
need  not.  (See  Figure  B.) 

In  both  types  of  plans,  each  employee's  interest  is  a  function  of  his  salary. 
Plans  are  subject  to  essentially  the  same  rules  and  regulations  as  other  de- 
ferred compensation  plans. 

It  is  also  possible  to  leverage  these  plans.  In  such  circumstances,  the  com- 
pany borrows  from  a  bank  or  other  lender,  pledging  its  shares  as  collateral, 
with  the  c^ompany  frequently  guaranteeing  the  debt.  The  money  borrowed  is 
repaid  by  the  trust's  income  from  company  dividends.  The  money  borrowed 
is  of  course  invested  in  additional  stock.  (See  Figure  C.) 

In  all  plans,  to  the  extent  not  used  for  administrative  costs  and  to  repay 
debt,  dividends  are  reinvested  in  stock,  which  is  distributed  to  employees 
when  they  retire  or  otherwise  terminate  their  employment.  Thus,  ESOP's 
may  also  have  a  substantial  employee  relations  benefit  that  rewards  the  em- 
ployee with  additional  deferred  income  and,  properly  presented,  increases 
motivation  as  the  employee  has  a  direct  stake  in  the  company's  future. 

In  addition  to  the  employee  benefit  value  and  the  use  of  taxes  as  a  capital 
source,  ESOP  s  also  provide  an  excellent  estate  planning  tool  for  the  closely 
held  corporation,  as  the  trust  can  become  the  beneficiary  of  "buy-sell "  life  in- 
surance on  the  life  of  the  principal  owner,  the  proceeds  of  which  it  will  use  to 
buy  the  owner's  shares  on  death. 

The  major  disadvantages  of  ESOP's  are: 

1.  A  certain  element  of  control  is  passed  to  employees  via  their  shares. 

2.  ESOP's  generate  a  certain  amount  of  administrative  expense  like  other 
deferred  compensation  plans  requiring  tax  qualification. 
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FIGURE  A 

CONVENTIONAL  PLAN 

(Unleveraged) 


Securities 
Dividends 


FIGURE  B 

TAX  REDUCTION  PLAN 
(Unleveraged) 
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FIGURE  C 

TAX  REDUCTION  PLAN 

(Leveraged) 


3.  ESOP's  may  create  a  "market  overhang"  in  the  sense  that  a  large  num- 
ber of  shares  may  be  concentrated  in  one  place.  However,  as  these 
shares  are  generally  distributed  piecemeal  to  terminating  employees, 
this  disadvantage  tends  to  be  remote. 

Dividends.  Dividend  policy  concepts  vary  substantially  with  the  corpora- 
tion's circumstances.  In  the  closely  held  corporation,  because  of  double  taxa- 
tion, dividends  are  usually  best  avoided.  These  techniques  are  helpful  for 
avoiding  dividend  declaration,  but  still  permit  compensation  to  shareholders: 

1.  Characterization  of  some  equity  as  debt  payable  to  shareholders.  Pay- 
ments against  such  debt  will  either  be  deductible  to  the  corporation  as 
interest  or  non-taxable  distributions  to  the  shareholder  as  a  return  of 
capital  (repayment  of  debt). 

2.  Payment  of  bonuses  and  additional  salary,  which  are  deductions  to  the 
corporation. 

3.  Deferral  of  payout  by  establishment  of  a  qualified  pension  plan,  heav- 
ily skewed  to  the  extent  possible  within  regulatory  limits,  in  favor  of 
shareholders. 

4.  Purchase  of  business  assets  by  shareholders.  Instead  of  putting  the 
cash  into  the  corporation,  which  would  then  buy  necessary  assets,  the 
shareholder  makes  the  purchase  directly  and  leases  the  asset  to  the 
corporation.  Lease  rates  must  be  reasonable  relative  to  the  market, 
but  still  provide  an  opportunity  for  the  owner  to  pick  up  additional  in- 
come without  double  taxation.  This  method  also  has  the  advantages  of 
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safeguarding  some  corporate  assets  from  corporate  liahilit\-,  allows  the 
shareholder  to  pick  up  investment  tax  credit  and  avoids  payroll  taxes 
on  the  payouts  that  might  otherwise  be  salary.  Further,  the  IHS  can 
question  "excessive"  salary  payments  to  shareholders  and  elect  to  treat 
them  as  dividends  to  obtain  the  double  taxation  and  higher  tax  reve- 
nue. While  leasing  will  not  provide  an  absolute  safeguard  against  such 
a  claim  (e.g.,  the  IRS  can  claim  the  transactions  to  be  a  sham  among 
related  parties  getting  to  the  double  taxation  point  by  another  route), 
it  is  a  method  that  draws  attention  away  from  a  single  outstanding  focal 
point,  such  as  a  high  salary,  and  offers  an  additional  legitimate  busi- 
ness argument  for  higher  deductible  payouts  to  the  shareholder. 
5.  While  not  an  avoidance  of  dividends,  election  of  (}iialifying  corpora- 
tions of  Subchapter  S  status  "collapses"  the  taxable  entity  into  one, 
while  dividends  paid  out  are  exempt  from  pa\r()Il  taxes. 

Warning.   Tax  authorities  may  characterize  transactions  diffcrvntUj. 

In  the  public  company,  dividend  policy  is  more  complex  because  a  plethora 
of  factors  conflict  with  one  anodier.  While  double  taxation  and  future  internal 
cash  needs  merit  caution  in  making  payouts,  the  need  to  attract  additional 
capital  and  the  desire  to  increase  stock  price  and  shareholder  approval  incline 
toward  ever-increasing  dividends. 

At  the  same  time,  stockholders  themselves  may  have  conflicting  goals.  Up- 
per income  holders  may  prefer  that  the  company  retain  the  earnings  and  that 
their  stock  increase  in  equity  value  accordingly.  Others  may  desire  the  in- 
come in  immediate  form. 

Yet,  in  determining  if  cash  should  be  used  to  pay  dividends,  the  basic  bnsi- 
ness  premise  of  rate  of  return  still  ai)plies.  If  the  cash  can  be  employed  in  the 
business  to  earn  a  return  higher  than  that  which  can  be  earned  in  the  hands  of 
shareholders,  payment  of  dividends  seems  illogical. 

There  are  three  complications  to  this  logic: 

1.  Pinpointing  the  rate  of  return  of  shareholders  is  at  best  an  uiu-ertaiii  un- 
dertaking. As  a  reference  point,  however,  one  can  assume  thai  (he  coniixuiy  s 
shareholders  are,  more  or  less,  a  reflection  of  llu-  market  at  large,  and,  as 
such  can  obtain  the  current  rate  of  return  available  on  corporate  boiuls  or 
other  fixed  income  securities.  To  finther  iiarow  the  range  aiul  to  ecinati-  risks, 
it  would  seem  that  the  most  appropriate  bond  rate  to  use  would  be  that  at 
which  the  corporation  itself  would  currently  borrow 

To  calculate  the  alternative  rate  of  return  at  which  sliiuclioKh  i  s  would  pn- 
sumably  be  indifferent,  some  l.ix  coMsldf  i.itioiis  bccoiuc  iniixii  lant.  lake  the 
following  example; 

AssinM<-  tin-  company  has  $!()(). (M)  it  can  retain  or  use  as  (hxidcnds.  The 
company's  after-tax  rale  of  return  is  7%,  and  sliarehold<Ts  arc  presumed  to 
have  a  marginal  tax  raU-  of  30%  (anolher  tough  iUMu  to  pnipoinl).  NoU-  that 
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this  rate  is  likely  to  be  somewhat  on  the  low  side  because  of  the  hniited  divi- 
dend exclusion  important  to  small  investors. 

If  the  company  keeps  the  money,  next  year  the  shareholder's  stock  will  be 
worth  an  additional  $107.00  =  ($100.00  +  (7%)($100.00).  If  that  were  paid 
out  as  a  dividend  next  year,  the  shareholder's  after-tax  portion  would  be 
$74.90  =  ($107.00  -  (30%)  (107.00). 

If  the  company  pays  out  the  $100.00,  the  shareholder  would  have  $70.00 
available  for  investment  which  must  yield  $4.90  in  additional  after-tax  income 
=  ($74.90  -  $70.00).  Therefore,  the  shareholder's  alternative  investment 
rate  must  be  at  least: 

($4.90/(100%  -  30%))   ^  $4.90/.7  ^  ^^  ^^^ 
$70.00  $70.00 

Mathematically  we  can  restate  this  as: 

Corporate  After-Tax  Rate  of  Return 

Indinerence  Point  = — — ; 

100%  -  Shareholder  Marginal  Tax  Rate 

Of  course,  the  results  will  apply  to  the  average  shareholder,  so  that  there 
can  be  no  certainty  that  a  particular  dividend  decision  will  be  in  the  best  in- 
terests of  all  shareholders.  Note,  as  well,  that  there  is  an  implicit  assumption 
that  all  money  retained  by  the  company  can  be  used  to  produce  a  uniform 
rate  of  return,  which  may  not  always  be  an  accurate  assumption. 

2.  One  of  the  goals  of  dividend  payments  is  to  improve  stock  price, 
thereby  rewarding  shareholders  and  improving  the  company's  prospects  of 
attracting  more  capital  in  the  future.  Furthermore,  increases  in  share  price 
make  the  stock  a  potential  tool  in  acquisitions.  Accordingly,  the  impact  of  div- 
idend declaration  on  share  price  has  to  be  assessed. 

The  payment  of  a  dividend  reduces  the  company's  worth,  and  the  stock  is 
typically  devalued  in  price  when  it  trades  ex-dividend.  It  is  the  prospect  of 
future  dividends  that  will  increase  the  demand  for  shares,  and,  therefore, 
consistency  of  policy  is  to  be  prized.  Such  consistency  can  be  in  direct  conflict 
with  the  concept  of  best  alternative  return.  Therefore,  the  amount  payable 
per  year  should  be  expectedly  sustainable,  as  few  events  will  do  more  to 
cause  share  price  to  nose-dive  than  a  cut  or  elimination  of  dividends. 
Whether  good  practice  or  not,  it  has  been  customary  in  American  industry  to 
maintain  dividends  except  in  the  face  of  the  most  grievous  and  dangerous  fi- 
nancial reverses. 

Three  approaches  to  maintenance  of  consistency  are: 

A.  Payout  of  a  guideline  percentage  of  earnings.  This  assumes  steady  or 
rising  earnings  and  is  therefore  not  useful  for  companies  with  erratic 
earnings. 
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B.  Payout  of  a  guideline  amount  o(  cash  flow. 

C.  Setting  dividends  with  reference  to  projections  of  future  earnings 
and  anticipated  cash  availabihty. 

Try  this.  When  alternative  returns  or  other  factors  stronghj  suggest  a  payout, 
hut  its  sustaitwhility  is  questionable,  make  the  dividend  an  extra  rather  than  a 
regular  one,  so  as  to  signal  that  this  rnay  he  a  bonus  windfall,  not  necessarily  an 
ongoing  payout. 

3.  There  may  be  some  legal  and  regulatory  complications  to  making 
payouts.  These  include: 

A.  Double  taxation  as  already  cited,  which  grows  more  complex  as 
more  and  more  taxing  authorities  (states  and  foreign  countries)  en- 
ter the  picture. 

B.  Loan  or  bond  indenture  agreements  may  restrict  dividend  pay- 
ments. 

C.  Par  values  and  minimum  capital  retention  rccjuirenients  may  also 
constrain  payouts. 

D.  The  accumulated  earnings  tax,  leviable  by  the  IRS  when  it  appears 
that  a  company  is  avoiding  payout  to  avoid  double  taxation,  may  im- 
pel larger  and  more  frequent  payouts. 

E.  Certain  business  forms,  such  as  real  estate  investment  trusts  and 
limited  partnerships,  may  be  in  jeopardy  as  to  their  tax  status  or  in- 
vestment desirability  if  they  limit  payouts. 

One  other  aspect  of  dividend  tactics  is  the  initiation  of  a  dividend  reinvest- 
ment plan,  whereby  shareholders  may  elect  that  their  dividends  be  retained 
by  the  corporation  to  purchase  additional  shares.  These  additional  shares  are 
obtained  without  conunissioii  and  may  even  be  offered  at  a  slight  chsc-ounl 
from  market.  Essentially,  this  is  another  opportunity  to  build  cash  while  still 
.satisfying  the  demands  of  shareholders  for  an  inunediate  cash  reward. 

Market  Intervention.  Subject  to  certain  seciuities  regulations,  comiianies 
can  influence  stock  price  by  open-market  purchases  and  sales.  Clorporate 
purchasers  of  sfcnk  sop  up  supply,  ihcrcby  adding  upward  pressure  to  share 
price. 

NoiK-thclcss,  cash  used  fo  shrink  the  outstanding  claims  on  aggregate  net 
worlli  must  produce  a  higher  return  for  the  rt-maiuing  shares  than  would  i)c 
realized  if  the  huids  were  used  in  some  otlier  way  by  llw  company  ami  the  re- 
purchased sliares  had  remained  outstanding.  Tlu-  r(>turn  on  re|)urchased 
shares  is  rfllccled  in  three  wavs  for  the  reuiainiii.u  shares: 


TACmCAL  ALTERNATIVES— EQUITY 2^ 

1.  Increase  in  book  value: 

Before  Purchase  Purchased  After  Purchase 


Shares 

1,000,000 

200,000 

800,000 

Net  Worth 

$5,000,000 

$600,000 

$4,400,000 

Book  Vahie/Share 

$5.00 

$3.00 

$5.50 

To  obtain  such  an  increase,  purchase  must  be  at  a  cost  below  book  value  per 
share. 

2.   Increase  in  Earnings  Per  Share: 

Before  Purchase  Purchased  After  Purchase 


Shares 

1,000,000 

200,000 

800,000 

Total  Earnings 

$1,000,000 

$120,000 

$880,000 

E.P.S. 

$1.00 

$0.60 

$1.10 

To  achieve  this  increase,  the  earnings  that  could  be  obtained  with  the  cash 
used  for  shares  purchase  must  represent  a  smaller  portion  of  the  total  antici- 
pated earnings  than  the  shares  purchased  constitute  of  the  total  outstanding. 
In  this  example,  the  $600,000  used  to  purchase  200,000  shares  would  yield 
a  20%  return  of  $120,000  in  the  next  year,  equaling  12%  of  total  possible 
earnings,  while  200,000  shares  are  20%  of  all  shares.  Hence,  E.P.S.  is  higher 
with  the  stock  repurchase. 

3.   Increase  in  dividends: 

Before  Purchase  Purchased  After  Purchase 

Shares  1,000,000  200,000  800,000 

Earnings  Available  $500,000  $60,000  $440,000 

Dividends  $0.50  $0.30  $0.55 

This  concept  is  derived  from  the  earnings  calculation,  operating  on  the  the- 
ory that  a  fixed  portion  of  earnings  (here  50%)  is  committed  to  dividends. 

Market  Communication.  As  stock  prices  are  a  function  of  supply  and  de- 
mand, given  a  fixed  supply,  prices  will  rise  if  demand  can  be  stimulated. 
These  financial  "marketing  relations"  techniques  include: 

1.  Advertising.  Ads  that  promote  the  company's  image  as  an  investment 
may  produce  results,  although  advertising  results  in  this  situation  are  difficult 
to  validate. 
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Advertising  that  enhances  the  company's  general  image  with  customers 
and  all  others  with  whom  the  coinpan\-  may  come  in  contact  ma\-  serve  the 
purpose  of  raising  the  profile  with  investors,  as  well.  The  declining  impor- 
tance of  individual  investors  in  securities  markets  dominated  by  institutions 
tends  to  limit  further  the  wisdom  of  expenditures  on  advertising  to  attract  in- 
vestors. It's  more  likely  that  if  a  company  uses  the  same  funds  to  promote  its 
sales  or  invest  in  more  efficient  plants  and  etinipment,  or  even  increase  its 
dividends,  thereby  doing  a  more  effective  job,  the  markets,  through  press  re- 
leases, regulatory  filings  and  word-of-mouth,  will  discoNcr  the  company. 

2.  Media  Relations.  News  releases,  interviews  with  company  executives, 
articles  and  the  like  have  a  definite  place  in  investment  promotion.  These  ac- 
tivities must  be  a  part  of  the  company's  broader  public  relations  program.  It 
does  not  make  sense,  for  example,  for  a  company  to  be  claiming  that  its  prof- 
its are  unusually  terrific  to  promote  investment  while  simultaneously  poor- 
mouthing  its  profits  in  the  face  of  consumer  charges  of  overpricing.  A  com- 
prehensive program  can,  however,  accomplish  both  results,  but  that  cannot 
occur  without  adequate  planning. 

3.  Securities  Firms.  The  maintenance  of  credible  rclafiouships  with  ana- 
lysts and  principals  of  securities  firms  is  an  essential  part  of  market  influence. 
Communications  with  representatives  of  regional  and  local  securities  compa- 
nies are  particularly  important  for  smaller  and  newer  companies  who  cannot 
immediately  command  the  attention  of  Wall  Street.  When  money  center 
firms  have  local  branch  offices,  the  branch  manager  can  be  a  critical  link  to  at- 
tract the  attention  of  the  main  office,  both  as  a  source  of  market  interest  and  a 
.source  of  future  financing. 

4.  Institution.-i.  Major  inslilutionai  ixiNcrs,  such  as  nuitual  funds  and  in- 
surance companies,  also  deserve  the  .same  kind  of  personal  attention  .uul  cul- 
tivation of  relationship  as  securities  firms. 

5.  Shareholder  Relations.  Just  as  existing  customers  arc  valued  lor  their 
loyalty,  referrals  and  hiture  sales,  so,  too,  are  present  shareholdtMs  \ahied. 
Their  retention  of  stock  is  tantamount  to  a  continuing  demand,  and  that  re- 
tention must  be  encouraged,  not  just  by  high  earnings  ami  dividends,  but  by 
honest  connnunications,  timely  reports  in  understandable  format,  elficienl 
transfer  and  registration  ser\'ices,  carehil  adlu  niice  to  securities  regulations 
and,  where  permissible,  by  grant  of  discounts  and/or  gifts  of  products  and 
services.  These  comuninicatious,  like  all  others,  should  be  part  ol  a  compre- 
hensive public  relations  program.  Accordingly,  tin-  financial  manager  de- 
s<'r\'es  the  opportunity  to  provide  input  to  such  a  program  and  to  inlluence  its 
output  when  financial  matters  arc  m\()Kc<l. 


chapter  Fourteen 


DEVELOPING  THE  BUDGETED 
BUSINESS  PLAN 


Having  examined  in  detail  the  disparate  aspects  of  Balance  Sheet  Manage- 
ment, we  will  now,  in  this  chapter,  pull  all  those  aspects  together  to  reach  for 
the  Capstone  of  Profits,  discussed  back  in  Chapter  1.  To  achieve  the  Cap- 
stone, we'll  combine  and  shape  all  the  efficiently  managed  elements  into  a 
comprehensive,  achievable,  sensible  and  well-tailored  Budgeted  Business 
Plan. 


PLANNING  THE  PLAN 

The  strategic  foundation  of  the  Plan  must  first  be  laid  by  positing  the  princi- 
ples for  the  Plan  Development  Process.  Throughout  the  process,  reference  to 
these  principles  will  help  all  of  the  participants  to  maintain  the  corporate  co- 
hesion that  allows  sufficient  operating  autonomy  to  each  unit  without  units 
straying  into  unproductive  or  counterproductive  postures. 

These  are  the  bedrock  principles  for  development  of  the  Plan: 

1.  Set  measurable  objectives 

2.  Cultivate  an  organization  with  the  ability  to  accomplish  the  Plan 

3.  Develop  a  Plan  that  will  motivate  the  organization  to  achieve  its  goals 

4.  Require  accountability 

5.  Distinguish  Variable  Costs 
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OBJECTIVES 

The  objectives  themselves  should  conform  to  a  subordinate  set  of  principles: 

1.  Objectives  must  be  comprehensive  in  the  sense  that  all  parts  of  the  or- 
ganization must  have  their  own  specified  objectives  that  contribute  to  the  ac- 
complishment of  the  broader  corporate  goals. 

2.  Objectives  at  all  levels  must  be  reasonably  achievable.  If  they  are  not 
achievable,  and  hence  not  achieved,  the  corporate  plan  cannot  help  but  be 
compromised.  Additionally,  vmreasonable  objectives  may  demoralize  the  em- 
ployees charged  with  fulfilling  them,  leading  possibly  to  less  than  best  efforts 
or  abandonment  of  the  corporate  ship. 

3.  Quantify  objectives  to  as  great  an  extent  as  possible  to  make  achieve- 
ment measurable.  Where  cjuantification  is  speculative,  at  least  make  the  com- 
pletion of  a  tangible  product  the  objective.  For  example,  "Physical  invento- 
ries will  be  taken  at  the  end  of  each  fiscal  quarter." 

4.  Incrementalize  objectives.  Make  them  fit  together  in  small,  embrace- 
able,  understandable  units  that  the  employee  responsible  for  a  task  can  relate 
to.  For  example,  instead  of  saying  "Production  output  to  be  increased  by  \0% 
without  an  increase  in  working  hours,"  the  goal  can  be  translated  info  "Mini- 
mum of  15  completed  units  per  hour." 

5.  Set  milestones  and  deadlines  that  signal  progress  (or  lack  of  it)  toward 
the  objectives.  Milestones  should  be  close  enough  to  one  another  in  both 
time  and  magnitude  to  provide  adequate  leeway  for  correction,  but  not  so 
close  together  as  to  yield  repetitive  data  or  create  either  a  false  sense  of  secu- 
rity through  a  (juick  series  of  apparent  achievements  or  an  unnecessary  sense 
of  crisis  over  a  similarly  (juick  series  of  shortfalls. 

6.  Consider  the  objectives  in  relation  to  the  people  and  organizational 
structure  charged  with  obtaining  them.  Without  a  capable  organization,  sufPi- 
ciently  staffed,  properly  motivated  and  adecjuately  led,  no  objectives  are 
achievable. 

ORGANIZATION 

Cultivate  an  organization  with  tlu-  ability  to  execute  the  plan  with  success. 
Developing  sudi  internal  operating  abilities  ie(iuires  a  top  management  able 
to  analyze  the  strengths  and  weaknesses,  without  bias,  not  only  oi  its  subordi- 
nates, but  of  itself,  so  that  the  right  pe()|)le  are  in  jilacj-  and  in  readiness  toco- 
operate  in  the  consist«'nt  ex<'cutiou  ol  tiu-  <-ntire  undertaking. 

l^lleclive  management  styles  and  personnel  jiolic  ies  are  the  essenti.il  louii 
dation  for  a  sucx-'essful  pursuit  of  all  the  objectives    i'ailmc  to  attain  tluni.  or  .i 
vague  feeling  that  objectives  are  being  targeted  below  |)i)l<iili.il  ni,i\  well  be  a 


ACCOUNTABILITY 267 

symptom  of  deficiency  in  management  style  and/or  organization  structure 
rather  than  in  the  managers  themselves  or  in  employees  at  large  who  are 
ready  scapegoats. 

Honest  evaluation  of  management  style  is  the  initial  critical  step  to  recti- 
fying any  such  shortcomings.  Problems  have  to  be  identified  before  they  can 
be  solved.  Toward  that  end,  an  unbiased  third  party,  such  as  an  outside  con- 
sultant or  perhaps  independent  members  of  the  company's  board-of  directors 
may  be  especially  useful.  Outsiders  may  also  be  helpful  in  promoting  modifi- 
cation and  education  aimed  at  management  behavior  that  will  ultimately  be 
helpful  to  plan  development  and  achievement. 

At  the  same  time,  organizational  improvement  should  not  become  a  goal  in 
itself;  normal  operations  cannot  be  "put  on  hold"  while  management  takes 
stock  of  itself  Organizational  skills  and  improvement  are  additional  means  to- 
ward the  end  of  corporate  profitability,  and  are  best  pursued  not  by  crash 
cure  but  by  a  steady  program  concerned  with  management  and  organiza- 
tional health,  just  as  there  is  a  steady  program  concerned  with  fiscal  health. 


MOTIVATION 

Develop  a  plan  that  will  motivate  personnel  to  execute  it  with  success.  The 
whole  plan  is  best  accomplished  when  each  segment  of  the  company  has  its 
own  subplan  with  its  own  objectives  that  employees  can  relate  to.  The  con- 
stituent parts  then  mesh  into  successively  larger  subplans  at  each  level  of  the 
organization. 

Ideally,  each  employee's  own  program  of  goals,  performance  standards  and 
responsibilities  can  be  traced  upward  and  through  the  chain  of  command  to 
be  reflected  and  understood  at  the  corporate  level.  That  permits  top  manage- 
ment to  understand  the  role  of  each  employee  (not  necessarily  in  the  literal 
sense  of  John  Doe  to  Jane  Smith  and  so  on,  but  by  job  description,  such  as 
welder  to  floor  walker)  and  thereby  assess  what  exceeding  the  plan  or  failing 
will  mean.  At  the  same  time  it  permits  a  relative  understanding  of  the  worth 
of  and  return  derivable  from  each  position.  Those  elements,  worth  and  re- 
turn, are  themselves  fundamental  to  determining  the  appropriate  rewards, 
both  in  the  absolute  sense  and  relative  to  one  another,  that  are  obviously  an 
essential  part  of  motivation. 


ACCOUNTABILITY 

Require  accountability  at  all  levels  of  the  organization.  Responsibility  for 
each  objective  and  sub-objective  must  be  traceable  in  every  case  to  a  particu- 
lar individual. 

The  concept  of  "Profit  Center "  is  well  known  and  its  institution  is  a  worth- 
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while  step  toward  necessary  accountabilitA*.  But  management  can  go  one  step 
further  to  "Performance  Center"  that  covers  all  the  objectives  of  which  profit 
is  undoubtedly  the  penultimate  one,  but  by  no  means  the  only  one.  In  these 
days  of  social  responsibility,  corporate  stockholders  and  an  increasingly  polit- 
icized world  economy,  a  broader  measure  of  achievement  cannot  be  a\oided. 
There  are  three  types  of  activities  in  particular  that  recjuire  Performance 
Center  concepts  and  samples  of  at  least  one  such  acti\ity  are  likeU'  to  be 
found  in  ever\'  unit  of  every  compan>': 

1.  Extra-Profit  (extra  meaning  outside,  not  additional)  activities,  such  as 
Affirmative  Action  or  Pollution  Control  programs.  These  kinds  of  activities 
are  fre(}uently  mandated  by  regulation  and  arguably  do  nothing  to  contribute 
to  profit  and  may  even  inhibit  it.  Accordingly,  profit  from  them  is  exceed- 
ingly speculative.  Nevertheless,  there  are  real  performance  standards,  in- 
cluding adherence  to  a  money  budget,  that  can  be  dc\eloped.  For  example; 

A  department  with  the  responsibility  for  enforcing  Eciual  Opportunity  and 
Affirmative  Action  might  be  measured  by  such  standards  as: 

A.    Minimized  variance  from  hiring  and  employee  ratios, 
li.    Turnover  rates  uniform  among  all  subgroups  of  employees,  as  an  in- 
dication that  substandard  employees  are  not  being  recruited  just  to 
meet  the  variance  standard. 

C.  A  fixed  target  maximum  of  discrimination  complaints  and  griev- 
ances. 

D.  A  fixed  percentage  target  mininnnn  oi  timely  and  satisfactory  (in 
terms  of  all  parties  agreeing  to  (lu-  outcome)  resolution  of  com- 
plaints and  grievances. 

Similarly,  a  department  responsible  for  pollution  control  iiiiglit  use: 

A.  Statistically  significant  reduction  in  pollution  levels  by  type  of  efllu- 
ent. 

B.  A  fixed  target  maxinunn  of  citations  for  violations. 

(;.  Obtention  of  negotiafi-d  accords  with  regulatory  authorities  lim- 
iting necessary  investment  in  e(|uipment  to  a  maxinunn  dollar 
amount. 

2.  Pro-Profit  (pro  meaning  proiuoling)  activities  arc  those  that  are  defi- 
nitely meant  to  contribute  to  greater  profitability,  but  sjiecific  dollar  earnings 
cannot  be  traced  to  them,  such  as  management  developnu-nt  i)rograms.  l-.x- 
amples  of  standards  for  those  resi^onsibli'  for  such  a  program  might  include: 

A.  Fixed  target  maxinunn  of  employee  grievances. 

B.  Fixed  target  maxinunn  of  managenu-nt  turnover. 

C:.    Specific  number  of  matiagj-rs  completing  the  program 
I).    Specifii   MiiniMUun  .ivcragt-  rating  of  the  jjrogram  1)\  those  comiilct- 
ing  it. 
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3.  Pre-Profit  (pre  meaning  preliminary  to  profit)  activities  are  those  that 
have  long-term  value  in  yielding  a  profit,  but  the  contribution  to  profit  is  not 
immediately  measurable  or  even  readily  apparent.  Product  Research  activi- 
ties fit  this  definition  and  could  use  these  performance  standards: 

A.  Minimum  number  of  patent  registrations. 

B.  Minimum  number  of  feasible  product  ideas. 

C.  Minimum  number  of  test-marketable  products  developed. 

D.  Specific  percentage  of  cost  of  production  saving  by  improvement  of 
product  design  or  production  method. 

Note  that  the  last  of  these  objectives  is  a  measurable  profit  standard.  It  is  in- 
cluded here  as  a  reminder  that  both  profit  and  other-than-profit  standards  are 
appropriately  applied  to  all  activities. 

Beware  this  pitfall.  Don't  create  a  system  of  artificial  measures  to  which  people 
are  slaves.  Good  management  will  ultimately  judge  perfonnance  by  logical 
evaluation  of  contributions  to  corporate  achievement . 

VARIABLE  COSTS 

Distinguish  variable  and  fixed  costs.  Identification  of  which  expenses  will 
vary  and  to  what  degree,  with  given  levels  of  sales,  (but  with  other  events  as 
well,  such  as  acquisition  of  additional  equipment),  is  critical  to  properly  antic- 
ipating the  expense  levels  to  be  generated  by  and  budgeted  for  each  activity. 
As  an  indicator  of  this  importance,  consider  the  basic  business  ecjuation: 

Profit  =  Sales  —  Expenses 

Expanding  the  formula,  we  can  consider  expenses  in  the  categories  of  fixed 
and  variable,  the  latter  being  those  that  change  with  sales: 

Profit  =  (Sales  —  Variable)  —  Fixed 

If  variable  expenses  will  climb  with  sales,  we  need  to  determine  their  rate  of 
climb  in  order  to  know  the  real  contribution  to  profit  value  of  each  sale.  With- 
out that  information,  the  general  business  tendency  to  ever  expand  and  in- 
crease sales  may  be  precisely  the  wrong  policy.  This  may  be  so  if  sales  in- 
creases force  the  company  to  a  new  plateau  of  built-in  costs.  The  typical 
example  is  the  expansion  of  a  headquarters  office,  in  boom  times,  because 
"people  are  crawling  over  one  another."  After  the  boom's  peak,  personnel 
may  be  trimmed,  but  the  cost  of  the  added  space  weighs  heavily  on  cash  and 
earnings. 

Where  many  businesses  go  awry  in  planning  in  this  area  is  in  equating  Di- 
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rect  Costs  or  Costs  of  Sale  with  variable  costs.  There  is  some  level  of  activity 
at  which  overhead  will  increase,  some  level  at  which  previously  fixed  costs 
become  unfixed.  (That  is  not  to  say  that  overhead  and  fixed  costs  are  necessar- 
ily identical.)  Recognizing  early  where  those  points  are  and  evaluating  them 
are  central  to  successful  planning. 

Developing  a  "Fixed  (>()st  Staircase"  that  relates  sales  increases  (or  other 
parameters  such  as  production  levels)  to  fixed  costs  is  one  efi"ective  way  to 
promote  recognition.  Such  a  staircase  might  look  like  this: 


Increase 

In 

Fixed 

Costs 

Millions 
tit 


0        2        4        6        8       10      12       14       16      18      20      22         %  Sale*  Increase 
0        6      12      18      24      30      36      42      48      54      60      66        Mil.  t  Sale*  incr. 

%  Sales  Increase  Points  for  Fixed  Co«U  4%  »%  11%  12%  14%  19% 
I  Mil  Sales  Incr.  PnU.  for  Fixed  Co«U:  12  24  33  36  42  67 
Fixed  Cost  {Mil.  Increase  at  each  Point;        2        1        S        %        1        3 

Forecast  of  these  increases  is  best  launclu-d  by  ]>ur<>ly  statistical  observa- 
tions using  techni(|ues  such  as  linear  regression  and  conclalion,  where  fixed 
costs  are  the  dependent  variable.  The  statistics  should  prompt  rt-finement  by 
judgment  and  analysis  of  i.solaled  portions  of  the  statistical  continua.  In  devel- 
oping the  above  staircase,  assume  that  sales  and  fixed  a)sts  for  the  past  ten 
vears  (time  frame  chosen  as  and  tested  for  statistical  rcIiabilitN )  looks  like  this: 


Millions 

$$ 

Year 

Sales 

Fixed  Costs 

1 

105 

15 

2 

110 

18 

3 

l(i() 

23 

4 

\m 

26 
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Year 

Sales 

Fixed  Costs 

5 

175 

27 

6 

190 

30 

7 

230 

34 

8 

220 

35 

9 

260 

40 

10 

300 

46 

Computed  using  Linear  Regression: 

CoefBcient  of  Determination  =  r^  =  0.98 

CoefFicient  of  Correlation  =  r  =  0. 99 

Fixed  Costs  at  0  Sales  =  a  =   -3.01 

Fixed  Costs  rate  of  Increase  to  Sales  =  b  =  0. 17 

Via  r^  and  r  the  intuitive  link  between  sales  and  fixed  costs  is  confirmed. 
Moreover,  we  know  that  statistically,  every  $1  million  in  sales  prompts 
$170,000  in  fixed  costs.  We  also  know  fixed  costs  are  not  a  pure  linear  func- 
tion of  sales  as  b's  0.17  would  imply — otherwise,  they'd  be  variable! 

Now  comes  the  judgment.  Examining  our  present  status  at  $300  million  in 
sales,  we  know  inflation  will  add  $6  million  to  sales  via  a  price  increase,  but 
that  inflation's  impact  on  fixed  costs  will  be  negligible,  because  such  a  large 
part  of  the  fixed  costs  is  composed  of  depreciation,  lease  and  mortgage  pay- 
ments, and  the  remainder  of  fixed  costs  (e.g.,  headquarters  staff)  is  expected 
to  be  prevented  from  increase  by  cost  control  measures. 

At  $300  million,  the  company  was  operating  at  98%  of  real  capacity.  (Theo- 
retical capacity  is  somewhat  higher,  providing  the  company  with  some  mar- 
gin of  error.)  With  the  price  increase,  98%  capacity  supports  $306  million,  so 
that  100%  of  real  capacity  would  support 

$306  M./.98  =  $312  M. 

To  increase  capacity,  another  assembly  line  would  have  to  be  added,  the 
annual  cost  of  which,  in  terms  of  depreciation,  capital  cost,  maintenance  in- 
surance and  related  overhead  is  $1.5  million.  Another  $0.4  million  is  antici- 
pated in  the  administrative  costs  related  to  the  operation  of  another  line,  cov- 
ering such  costs  as  personnel  (training,  hiring,  recordkeeping).  Yet  another 
$0. 1  million  in  contingency  costs  are  anticipated  to  cover  start-up  and  "rip- 
ple-effect'  fixed  costs.  Ripple-effect  costs  are  those  eventually  required  by  in- 
cremental increases  in  operations.  Larger  computer  systems  are  needed  to 
handle  the  greater  volume  of  work.  More  telephone  lines  are  needed.  More 
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storage  space  must  be  fouiitl  (or  more  records  until  a  microfilming  operation 
is  undertaken.  While  these  are  exactly  the  kinds  of  costs  that  the  staircase 
seeks  to  identify,  there  must  also  be  an  acceptance  of  the  fact  that  20-20  fore- 
sight is  rare,  and  some  margin  to  pick  up  these  oversights  ought  to  be  in- 
cluded. Some  of  that  may  also  sound  like  "bureaucratic  creep."  Nonetheless, 
there  will  come  a  time  at  which  more  fixed  cost  lubricant  is  essential  to  the 
continuing  function  of  the  corporate  machine. 

The  line  costs,  administrative  costs  and  contingency  costs  are  determined 
by  additional  analysis  of  historic  and  market  costs  for  all  the  components  and 
ramifications  of  a  new  assembly  line.  The  subtopic  information  of  machinery 
costs,  personnel  and  so  forth  that  build  to  the  aggregate  data  is  also  developa- 
ble by  the  .same  statistical  plus  judgment  process. 

PLAN  COMPONENTS 

There  are  seven  basic  components  of  the  plan  that  are  useful  for  organizing 
the  basic  data  on  needs  and  resources.  These  components  overlap  in  many 
ways,  but  the  overlaps  are,  in  a  real  .sense,  the  connecting  points  that  create  a 
comprehensive  and  cohesive  plan.  These  seven  components  are: 

1.  Sales 

2.  Operations 

3.  Overhead 

4.  P"acilities 

5.  Ecjuipment 

6.  Personnel 

7.  C:apital 

A  flow  chart  detailing  the  process  for  developing  all  the  data  and  objcitiv(>s 
into  a  logical  setpience  and  relationship  may  be  found  on  page  273. 

In  practice,  many  of  these  activities  will  go  on  more  or  less  simultaneously 
with  adjustments  being  made  as  new  data  is  uncovered,  cirtumsfances 
change,  and  new  approaches  are  conceived.  Yet,  the  fonnali/ation  into  a  log- 
ically sequenced  process  will  provide  an  internal  disc  ipluic  lli at  nuirors  wcl! 
the  comi)any"s  jirogress  with  objccti\cs,  a<  roiiiitabililN .  inotix  ;iti()n,  oigani/.i- 
tion  and  cost  control. 
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BUSINESS  PLANNING  FLOW  CHART 
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A  relatively  simple  example  follows  to  illustrate  the  process.  Our  publicly 
held  company  has  the  following  attributes: 

Book  Value  =  Present  Market  Price  =  $25.00 
Price/Earnings  Ratio  =  lOX 
Shares  Outstanding  =  10,000,000 
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Effective  Tax  Rate  =  50% 
Latest  Current  Annual  Sales  =  $300,000,000 
Latest  Gross  Margin  as  %  Sales  =  31% 
Latest  Present  Fixed  Costs  =  $46,000,000 

Set  Profit  Objective 

Increase  profits  so  that  the  company's  stock  will  sell  at  a  price  at  least  20% 
over  Book  Value. 
Assumptions: 

A.  Earnings  are  the  principle  determinant  of  our  share  price  and  will  re- 
main so  for  the  immediate  future. 

B.  PE  Ratio,  shares  outstanding  and  tax  rate  are  constants. 

Point  to  Remember.   Documentation  of  underlying  assumptions  permits  their 
review,  fundamentally  safeguarding  the  integrity  and  construction  of  the  plan. 

Profits  Necessary: 

120%  of  Book  Value  =  $30  Share  Price 

Divided  by  lOX  PE  Ratio  =  $3  Per  Share  Earnings 

Multiply  by  10  Mil.  Shares  Out  =  $30,000,000  Net  Profit 

Divided  by  1  -  Tax  Rate  (1  -  .3)  =  $(iO,()0(),()()()  I'rctax  Profit  Coal 


Determine  Sales  to  Fulfill  Profit  Goal 

1.  Go  to  subroutine  for  Variable  Costs  to  iind  (iross  Margin.  LaUsI  gross 
margin  is  31%.  Quantity  discounts  in  materials  purchases,  fogellur  uitli 
progress  along  the  learning  curve,  upgraded  plant  conuniuiications  systems, 
avoiding  a  proportional  increase  in  supervi.sors,  and  substitution  of  company 
trucks  for  common  carriers  will  put  downward  pressure  on  variable  costs. 
Wage  increases,  materials  i)rice  increases,  higher  energy,  supplies  and  in- 
ventory costs  will  j)ut  upward  pressure  on  variable  (osts.  netting  out  to  an  an- 
ticipated decrea.se  in  variable  costs  from  69%  to  67%  yielding  a  gross  margin 
of  .13%. 

That  impr<)v<'ment  appears  acceptable,  pending  further  calculations.  Dis- 
cussion ol  rormali/.alion  into  budget  lormat  will  be  monu-ntarily  deferred. 

2.  Cio  to  subroutine  to  determine  Kixe«l  Costs.  Here  we  will  use  the  sam- 
ple "Fixed  CJost  Staircase"  deveh)ped  earlier  in  the  chapter.  By  an  iterative 
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process,  we  will  determine  the  sales  level  (having  found  the  anticipated  gross 
margin)  with  reference  to  the  changeable  level  of  fixed  costs.  Watch  as  we 
"walk  up  the  staircase  : 

Pretax  Profit  Goal  =  $60,000,000 
Add  latest  Fixed  Costs  =  $46,000,000 
Yields  Initial  Gross  Profit  =  $106,000,000 

Divided  by  33%  Gross  Margin  Rate  =  $321.2  M.  Basic  Sales  Goal 
%  Sales  Increase  ovr  $300  M.   =  7.1% 
Resulting  Fixed  Cost  Increase  =  $2,000,000 
Divided  by  33%  Gross  Margin  =  $6.1  M.  Additional  Sales  Goal 
Stepped-up  Sales  Goal  =  $321.2  +  6.1  =  $327.2  M. 
Recomputed  %  Increase  over  $300  M.   =  9.1% 
Second  Step-up  in  Fixed  Cost  Increase  =  $1,000,000 
Divided  by  33%  Gross  Margin  =  $3  M.  Additional  Sales  Goal 
Second  Stepped-up  Sales  Level  =  $327.3  -I-  $3  =  $330.3  M. 
%  Increase  Over  $300  M.   =  10.1% 
Resulting  Next  Step-up  in  Fixed  Costs  =  0.0 
Therefore:  Sales  Goal  =  $330,300,000 
%  Sales  Increase  Goal  =  10.1% 

RECONCILIATION: 


Sales 

$330.3 

67%  Variable  Costs 

-221.3 

33%  Gross  Margin 

109.0 

Less  Fixed  Costs: 

Initial 

46.0 

Step-up  I 

2.0 

Step-up  II 

1.0 

-49.0 

Pretax  Profit  Goal 

$60.0 

A  useful  hint.  One  can  see  that  this  process  inchides  Break-Even  Analysis  that 
uses  the  fonnula  Sales  =  Fixed  Costs/Gross  Margin.  Performing  such  analysis 
along  divisional  lines,  product  lines,  markets  or  other  logical  demarcations  of 
activity,  will  yield  refined  data  and  a  window  through  which  can  be  seen  the  or- 
der of  return  obtained  from  each  activity,  thereby  marking  a  trail  for  invest- 
ment, expansion  and  control  efforts  and  decisions. 


Is  Sales  Grovvth  Achievable? 

This  is  a  marketing  question  and  we  may  assume  that  we  get  a  positive  re- 
sponse as  a  10.1%  increase  is  not  inordinately  high. 

However,  as  a  part  of  the  earlier  data  collection  process  (inherent  in  the 
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Variable  Costs  and  Fixed  Costs  Subroutines)  the  marketing  branch  of  the 
company  would  have  supplied  the  maximum  growth  in  sales  achievai)le  and 
supplied  as  well  both  the  rates  of  variable  costs  (such  as  advertising  and  com- 
missions) and  Fixed  Costs  (reflected  in  the  aggregate  Staircase  figures)  gener- 
ated by  the  sales  and  marketing  efforts  leading  to  each  substantive  increment 
to  sales. 

If  the  increase  is  not  achievable,  objecti\es  will  have  to  be  re\  ised  or  better 
cost  and  sales  performance  programmed  to  make  the  objectives  achievable. 

PLAN  EXAMPLE— BUDGET  FORMALIZATION 

As  a  byproduct  of  determining  the  sales  goal  we  have  obtained  the  broad 
outline  of  acceptable  variable  costs  and  fixed  costs.  They  represent  the  maxi- 
mum aggregate  expenses  the  company  can  incur. 

This  aggregate  is  generally  built  from  the  department  level  upward.  A  de- 
partment is  defined  as  a  corporate  unit  charged  with  fulfilling  a  basic  fimc- 
tional  activity,  for  which  the  department  manager  has  the  front-line  account- 
ability and  responsibilities.  That  manager,  being  closest  to  the  details  of  the 
tactical  battle  for  satisfactory  completion  of  that  activity,  should  be  the  party 
to  initiate  filling  out  the  body  of  the  budget  within  the  broad  outline  drawn 
by  top  management.  Of  course,  in  different  kinds  of  companies,  "depart- 
ment" levels  will  be  determined  at  different  places.  For  example,  in  a  restau- 
rant chain,  each  store  may  be  a  separate  deiiartment,  whereas  in  a  manufijc- 
turing  operation,  each  shift  or  assembly  line  might  be  a  separate  department. 

Each  manager's  budget  should  be  more  than  just  a  justified  recitation  of 
what's  to  be  spent.  It  should  provide  an  annual  forum  for  i)rief  but  intense 
evaluation  of  every  a.spect  of  the  company,  a  chance  to  consider  new  initia- 
tives and  the  blueprint  of  each  department  as  a  Performance  Outer. 

If  is  the  l)est  opportunity  lor  the  finance  manager  to  exercise  his  power  to 
improve  the  corporation.  Developnu-iit  and  governance  of  the  budgt-t  pro- 
cess can  provide  access  to  an  understanding  of  the  company  dynamics  that 
will  infiuence  its  success  in  a  way  second  oiiK .  pt  rh.ii)s,  to  tlic  Chief  I'.xecn- 
tive  Ofiicer  (CFO). 

Fach  department's  budget  should  be  a  formatted  document  di\ided  into 
nine  sections.  As  an  example,  we'll  use  the  (i)niiian\'s  I'Mnhasing  Dciiarl- 
ment. 

1.  liestalemcnt  oj  Mission.  A  brief  description  of  the  essential  j)nrpose(s), 
the  rauson  d'dtre  of  the  activity. 

Exmnplr:  The  Purchasing  Department  is  responsible  for  actinisition  of  all 
goods,  materials  and  e(|uipnieiit  used  by  the  corporation,  sot  li  ;u  (|uisili(>ns  to 
be  of  specified  (|uaiitilics  and  (iiialilics  oidcicd  iii  liiiicK  l.isliinn  with  nuni- 
rence  of  least  net  cost. 
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2.  Quantifiable  Profit  Objectives  for  Coming  Year.  A  listing  of  the  con- 
crete goals  to  be  achieved  in  the  coming  year. 

Example: 
Raw  Materials: 

A.  Hold  raw  material  costs  to  28%  of  production  costs. 

B.  Limit  raw  materials  inventory  level  increase  to  4%  in  face  of  10% 
sales  increase. 

C.  Find  reliable  second  source  of  Material  X. 
Eqiiip7nent: 

A.  Obtain  all  budgeted  equipment  within  capital  budget  limit. 

B.  Revise  manufacturing  equipment  and  transportation  equipment  bid 
solicitation  processes  to  reduce  lead  time  by  25%. 

Supplies  and  Miscellaneous: 

A.  Cut  orders  of  less  than  $100  by  50%  via  consolidation  and  tighter 
screening  to  achieve  minimum  2%  reduction  in  expense  (antic- 
ipating 8%  inflation)  by  getting  higher  quantity  discounts  and  lower 
shipping  costs. 

B.  Achieve  3%  reduction  in  shop  supplies  expense  (anticipating  8%  in- 
flation) by  standardizing  companywide  supplies  used. 

3.  Other  Than  Profit  Initiatives.  Non-quantifiable  procedures  or  activity 
goals  to  be  undertaken. 

Example: 

A.  Computerize  mailing  lists  by  standard  purchase  categories  for  bid  so- 
licitations. 

B.  Have  all  Purchasing  Agents  attend  and  pass  a  2-week  Purchasing  Pro- 
cedures Course  offered  at  the  local  university. 

4.  Personnel.  Provide  data  on  departmental  organization,  personnel  costs, 
number  of  personnel  and  personnel  attributes. 

Example: 

A  personnel  data  flow  chart  is  found  on  page  278. 

5.  Facilities.  A  description  of  the  area  and  facilities  used  by  department, 
together  with  requests  for  any  changes  anticipated  or  desired. 

Example: 

Current  Usage:  Room  #24  at  Headquarters  Building. 

3100  Square  Feet  @  $8.50/Sq.  Ft.  =  $26,350. 

Anticipated  Usage:   Unchanged 

Changes  Desired:  Replace  movable  screens  for  Sr.  Agents  with  perma- 
nent office  partitions  to  provide  greater  privacy  in  negotiations.  Cost: 
$3,600. 
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6.  Equipment.  Description  and  inventory  of  equipment  used  by  depart- 
ment, together  with  requests  and  justification  for  changes  anticipated  or 
desired. 

For  example: 


Equipment  Inventory: 

Current  # 

Items 

Original 

Next  FY 

Changes 

Cost  of 

Deprec. 

On  Hand 

Description 

Cost 

Deprec. 

Request 

Changes 

Effect 

18 

Furniture  Sets 

$18,000 

$  2,250 

None 

— 

— 

1 

Conf.  Rm.  Set 

$  2,000 

$     250 

None 

— 

— 

2 

Comp.  Termin. 

$10,000 

$  2,000 

+  1 

$  6,000 

$1,200 

3 

Autos 

$18,000 

$  6,000 

+  1 

$  6,000 

$2,000 

2 
0 

Photocopiers 
Facsim.  Trans. 

$  6,500 
None 

$  1,300 

None 
+  1 

$  2,500 

$    500 

Totals 

$54,500 

$11,800 

$14,500 

$3,700 

Changes  Requested: 

A.  Additional  computer  terminal  desired  to  complete  mailing  list  com- 
puterization and  to  reduce  time  lag  in  order  processing  backlog  re- 
sulting from  three  clerks  sharing  two  terminals.  Expected  to  save 
need  for  fourth  clerk  in  the  next  two  years. 

Fourth  auto  desired  to  provide  one  auto  per  management  em- 
ployee, and  eliminate  scheduling  conflicts.  No  net  savings  calcula- 
ble. Expected  to  improve  morale. 

Facsimile  transmitter  desired  to  reduce  contract  and  order  verifica- 
tion time.  Time  saving  expected  to  improve  stockout  record  and  cut 
inventory  size  requirements. 
7.  Expense  Budget.  Costs  by  expense  classification  according  to  the  corpo- 
rate Chart  of  Accounts,  by  month,  with  totals  and  averages.  Changes  relative 
to  the  year  just  ending  are  detailed  as  a  second  part  of  this  section. 
Example:  See  tables  that  follow. 


B. 


C. 
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jpense  Budget  — 

)00s 

Expanse: 

Totals 

Jan 

Feb 

Mar 

Apr 

May 

Jun 

July 

Aug 

Sep 

Oct 

Nov 

Dec 

Mo  Avgs 

Personnel: 

Managemenl  Salaries 

116 

9 

9 

9 

9 

10 

10 

10 

10 

10 

10 

10 

10 

10 

Non-Management  Sal 

270 

20 

20 

22 

22 

22 

22 

22 

24 

24 

?4 

24 

24 

23 

Payroll  Taxes 

42 

4 

4 

4 

4 

4 

4 

3 

3 

3 

3 

3 

3 

4 

fringe  Benellls 

58 

4 

4 

5 

5 

5 

5 

5 

5 

5 

5 

5 

5 

5 

Total  Personnel 

486 

37 

37 

40 

40 

41 

41 

40 

42 

42 

42 

42 

42 

42 

Facilities: 

Rent 

26 

2 

2 

2 

2 

2 

2 

2 

2 

2 

2 

3 

3 

2 

Utilities 

4 

0 

0 

1 

0 

0 

1 

0 

0 

1 

0 

0 

1 

1 

Maintenance 

2 

0 

0 

0 

0 

0 

1 

0 

0 

0 

0 

0 

1 

0 

Total  facilities 

32 

2 

2 

3 

2 

2 

4 

2 

2 

3 

2 

3 

5 

3 

Equipment: 

Leases 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

Depredation 

16 

1 

1 

1 

1 

1 

1 

1 

1 

2 

2 

2 

2 

1 

Repairs 

3 

0 

0 

0 

1 

0 

0 

0 

1 

0 

0 

0 

1 

1 

Miscellaneous 

2 

0 

0 

0 

0 

0 

1 

0 

0 

0 

0 

0 

1 

0 

Total  Equipment 

21 

1 

1 

1 

2 

1 

2 

1 

2 

2 

2 

2 

4 

2 

Operations 

Supplies 

12 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

Phone 

12 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

Auto 

12 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

Travel  S  Entertain . 

16 

1 

1 

1 

1 

2 

1 

1 

3 

1 

2 

1 

1 

1 

Miscellaneous 

12 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

Total  Operations 

64 

5 

5 

5 

5 

6 

5 

5 

7 

5 

6 

5 

5 

5 

Total  Expenses 

603 

45 

45 

49 

49 

50 

52 

48 

53 

52 

52 

52 

56 

52 

Expense 

Budget 

Comparison 

to  Prior  Year 

Expense 

New  Year 

Old  Year 

lncr,/(Decr  ) 

%  lncr./(Oecr  ) 

Personnel: 

Mgmnt,  Salaries 

116 

100 

16 

16  0 

Non-Mgmnt.  Sal, 

270 

240 

30 

12  5 

P/R  Taxes 

42 

37 

5 

13  6 

Fringes 

58 

51 

7 

13  7 

Total  Personnel 

486 

428 

58 

13  6 

Facilities: 

Rent 

26 

25 

1 

4  0 

Utilities 

4 

3 

1 

333 

Maintenance 

2 

2 

0 

0  0 

Total  Facililies 

32 

30 

2 

6  7 

Equipment: 

Lease 

0 

1 

(1) 

(100  0) 

Depreciation 

16 

12 

4 

33  3 

Repairs 

3 

4 

(1) 

(25  0) 

Miscellaneous 

2 

2 

0 

00 

Total  Equipment 

21 

19 

2 

10  5 

Operations 

Supplies 

12 

10 

2 

20  0 

Ptione 

12 

12 

0 

0  0 

Auto 

12 

6 

6 

100  0 

Travel  ft  Enterl 

16 

14 

2 

14  3 

Miscellaneous 

12 

14 

12) 

(14  3) 

Total  Operitlont 

64 

56 

8 

143 

Total  Expenses 

603 

531 

72 

13  8 

Corpo 

ale  Sales  %  Change  v  Department  Budget  %  Change 

10  1% 

" 

13  8'. 
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8.  Output  Budget.  A  statistical  compendium,  on  a  comparative  basis  to 
the  previous  year,  of  the  principal  measures  of  productivity.  For  a  marketing 
department,  this  budget  section  would  be  expressed  in  sales  measures  (dollar 
sales,  unit  sales,  sales  per  salesman,  per  territory,  etc.).  For  a  manufacturing 
department,  production  statistics  (units  of  output,  output  per  employee,  per 
machine,  per  labor  hour,  etc.).  For  an  essentially  administrative  or  support 
activity,  the  measures  may  be  somewhat  more  esoteric. 


%  Incr./ 

Item 

New  Year 

Old  Year 

lncr./(Decr) 

(Deer) 

Total  Mater.  Purch,  $ 

62,500,000 

58,000,000 

4,500,000 

7.8 

Tot.  Mater.  Purch.  lbs 

6.000,000 

5,800,000 

200.000 

3.4 

Tot.  Eqpt.  Purch.  $ 

16,000,000 

21,000,000 

(5.000,000) 

(23.8) 

Tot.  Eqpt.  Purch-Units 

4,104 

2,243 

1,861 

83.0 

Tot.  Supp.  Purch.  $ 

8,000,000 

6,000,000 

2,000.000 

33.3 

Total  $  Purchases 

86,500,000 

85.000,000 

1,500,000 

1.8 

S  Purchases/Employee 

4,805,555 

4,722,222 

83,333 

1.8 

$  Purchases/Salary  $ 

$224 

$250 

($26) 

(10.4) 

$  Purchases/Dept.  Bud.  $ 

$143 

$160 

($17) 

(10.6) 

Budget  $/Employee 

33,500 

29,444 

4,056 

13.8 

9.  Commentary .  A  descriptive  summary  of  the  budget  proposal  with  con- 
cise explanations  of  the  highlights. 

Example: 

As  approximately  80%  of  this  department's  expenses  are  personnel  related, 
recently  granted  salary  and  wage  increases  are  primarily  responsible  for  the 
rate  of  increase  in  excess  of  forecasted  sales  increases.  There  are  no  additional 
positions  being  created  that  fuel  the  personnel  expense  increase,  although 
a  recent  vacancy  created  by  a  resignation  at  the  non-management  Purchas- 
mg  Agent  level  is  expected  to  be  filled  to  maintain  the  department  at  full 
complement. 

The  companywide  reduction  in  anticipated  dollar  equipment  purchases  is 
not  a  totally  accurate  indication  of  workload,  as  replacement  of  a  large  num- 
ber of  autos  in  the  company  fleet  and  plans  to  install  word  processing  equip- 
ment in  most  departments  will  result  in  a  higher  number  of  unit  purchases. 
The  move  to  word  processing  will  also  cause  a  temporary  spurt  in  office  sup- 
plies purchases  to  be  used  with  the  new  equipment.  Inflation  in  the  supplies 
is  also  expected  to  outpace  inflation  in  general. 

BUDGET  EVALUATION 

The  aggregation  of  all  of  the  departmental  budgets  should  yield  total  expendi- 
tures within  the  previously  defined  corporate  limits.  However,  the  summa- 
tion process  is  not  a  one-step  affair. 
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Departmental  submittals  should  first  be  made  to  divisional  level  and  per- 
haps a  second  interim  level  (e.g.,  group)  before  final  submittal  to  either  the 
CEO  or  a  budget  committee  under  the  CEO's  direction.  The  Chief  Financial 
Officer  should  also  be  a  member  of  the  Budget  Committee.  The  competiton 
for  limited  corporate  resources  may  require  more  than  one  pass  before  final 
approval  is  given. 

Zero-based  budget  procedures  have  been  adopted  in  some  quarters  to  pro- 
mote more  intense  scrutiny  of  proposed  expenditures.  The  process  requires  a 
conceptual  rebuilding  of  each  part  of  the  company  with  justification  for  each 
block  of  expense  used  in  the  rebuilding. 

The  greatest  disadvantage  of  zero-based  budgeting  is  the  enormous  time 
and  paperwork  required  by  the  process,  which  translates  into  an  extraordi- 
nary administrative  expense  in  the  pursuit  of  lower  overall  expenses.  The 
second  disadvantage  of  zero-based  budgeting  is  that  it  builds  a  budget  from 
the  bottom  up  instead  of  from  the  top  down.  This  zero-based  budget  can  be- 
come a  case  of  the  tail  wagging  the  dog. 

A  more  effective  method  for  effective  budget  development  is  accomplished 
by  setting  corporate  goals,  communicating  those  goals  throughout  the  organi- 
zation and  eliciting  support  from  committed,  trustworthy  managers  and  em- 
ployees for  those  goals.  Incentives  and  effective  management  structure  will 
help  insure  that  those  budgets  are  both  established  and  adhered  to  within  ac- 
ceptable limits. 


CAPITAL  BUDGET 

At  this  point,  we've  marched  through  the  flow  chart  to  the  {X)int  where  capi- 
tal availability  becomes  the  key  to  the  plan's  fruition.  Insufficient  capital  re- 
quires the  company  to  go  outside  using  any  or  all  of  the  techniques  discussed 
in  preceding  chapters.  If  the  additional  capital  cannot  be  raised  at  an  acx-ept- 
able  cost,  the  only  alternative  left  to  the  company  is  to  scale  Ixick  the  plan  to 
reduce  capital  needs. 

Excess  capital  is  also  a  problem,  though  not  so  serious.  That  excess  can 
be  invested  or  disbursed  in  a  variety  of  ways,  as  also  ()utlin<'d  in  preceding 
chapters. 


MONITORING  RESULTS 

Performance  (Center  acx>ountability  is  dependent  on  accurate  and  relatively 
fre(nient  reijorts  on  performanc*-.  Development  oi  a  biicigcl  pnK-ess  is  useless 
without  a  corresponding  inoniloring  system  to  control  adherence  to  the  bud- 
g«'t  and  alert  conscientious  managers  to  both  opportunities  and  perils. 

At  the  deparlMiental  l«-vel,  right  on  up  to  the  corporate  level,  the  ideal  for- 
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mat  for  budget  monitoring  reports  use  the  headings  and  format  shown  on 
page  below. 


Purchasing  Department 

Budget  Compliance  Report 

April 19XX 

Expense 

Mo.  Actual 
Mo.  Budget 
Mo  Varla. 
%  Mo.  Var. 

Mo.  Actual 
Yr.  Ago  Act 
Incr/Oecf 
%  Incr/Decr 

YTD  Actual 
YTD  Budget 
YTD  Varia. 
%  YTD  Var. 

YTD  Actual 

YTD  Yr.  Ago 

Incr/Decr 

Incr/Decr 

Avg. /Mo. 
Avg. /Bud. 
Avg.  Var. 

%Vai. 

Mo.  Annual. 
Bud.  Annual 
Annual  Var. 
%  Ann. Var. 

YTD  Annual 
YTD  Bud. Ann. 
YTD  Ann.  Var. 

%  YTD  Ann. 

Management  Salaries 

10,300 

9,000 

+  1.300 

+  14.4% 

10,300 

8,400 

+  1,900 

+  22.2% 

38,400 
37,000 
+  1,400 
+  3.8% 

38,400 
34,200 
+  4,200 
+  12.3% 

9,600 
9,250 
+350 
+  3.8% 

123,600 
116.000 
+7,600 
+6.5% 

115,200 
116,000 
(800) 
+  0.7% 

Non-Management  Sal. 

20,300 
22,000 
(1,700) 
(7.7%) 

20,300 
20,100 
+  200 
+  1.0% 

81,000 
84,000 
(3,000) 
(3.6%) 

81.000 
79,600 
+  1,400 
+  1.8% 

20,250 
21,000 

(750) 
(3,6%) 

243,600 
270,000 
(26,400) 
(9.8%) 

243,000 
270,000 
(27,000) 
(10.6%) 

Departmental  Totals 

48,240 
49,000 
(760) 
(1.5%) 

48,240 
46,650 
1,590 
3.4% 

181,350 
188,000 
(6,650) 
(3.5%) 

181,350 

174,560 

6,790 

3.9% 

45, 
47, 
(1.6 
(3.! 

337 

mo 

63) 

%) 

578,880 
603,000 
(24,120) 
(4.0%) 

544.050 
603,000 
(58,950) 
(9.8%) 

Abbreviations:  Mo.  =  Month 
Var.  =  Varia. 

.  .   YTD  = 
=  Variance  . 

Year-to-date  .  .  .  Avg.  =  Average  .  .  .  Annual.  =  Ann. 
.  .  .Incr  =  Increase  .  .  .  Deer  =  Decrease 

=  Annualized 

Copies  of  these  reports  should  be  provided  to  the  department  head,  his  su- 
perior and  on  up  through  the  chain  of  command,  with  the  departments  in 
each  unit  being  added  together,  so  that  each  division,  group,  etc.  has  its  own 
totals  for  evaluation,  backed  up  by  the  individual  unit  report. 

A  report,  possibly  less  than  monthly  depending  on  the  subject  matter, 
should  also  be  issued  on  the  statistical  objectives.  For  example: 


Purchasing  Department 

Output  Progress  Report 

IstQtr  19XX 

item 

Year-to-Date 

Annualized 

Budget  Total 

%  Accomplished 

Tot.  Mater.  $  Purch 

19.500,000 

78.000.000 

62.500.000 

31.2% 

Tot.  Mater,  lbs  Purch. 

1.430.000 

5,720.000 

6,000,000 

23.8% 

Tot.  Eqpt.  $  Purch. 

3.432.000 

13.728.000 

16,000,000 

21.4% 

Tot.  Eqpt.  Units  Purch. 

1,002 

4.00B 

4,104 

24.4% 

Tot.  Supp.  $  Purch. 

2,338,000 

9.352.000 

8,000,000 

29.2% 

Total  $  Purchases 

25,270,000 

101.080.000 

86,500,000 

29.2% 

$  Purchases/Employee 

1,403.889 

5,615.555 

4.805.555 

— 

$  Purchases/Salary  $ 

$28S 

$285 

$224 

— 

$  Purchases/Dept.  Bud. 

$190 

$190 

$143 

— 

Budget  $/Employee 

7.395 

29.580 

33.500 

— 

Such  reports  are  by  definition  customized,  and  their  format  and  frequency 
are  best  developed  in  a  joint  effort  among  the  department,  the  department's 
direct  superiors  and  a  representative  of  either  the  finance  group  or  the  bud- 
get committee  or  both. 
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This  entire  process  is  obviously  very  adaptable  to  data  processing,  which 
can  augment  the  value  of  the  process  and  the  return  derivable  from  it  many 
times. 

As  these  reports  are  received  and  evaluated,  it  is  the  responsibility  of  the 
managers  at  each  level  of  the  company  to  implement  the  appropriate  strate- 
gies and  tactics  (from  all  of  the  preceding  pages  and  elsewhere)  to  meet  and 
exceed  the  goals  and  budgets  these  reports  are  designed  to  reflect. 

FINAL  WORD 

The  development  and  use  of  the  Budgeted  Business  Plan  is  the  strategic  tool 
available  to  top  management  for  profit  achievement  and  cost  control.  By  us- 
ing it  in  conjunction  with  the  tactical  tools  outlined  in  the  preceding  chapters 
and  seasoning  the  entire  approach  with  good  business  judgment  and  appro- 
priate management  skills,  your  company  has  the  opportunity  to  embrace  a 
SYSTEM  for  fulfilling  its  operational  and  financial  goals. 
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Account  Groups,  66-74 
Accounting; 

Inventory,  126-128 

System,  5-10 

Types,  5-10 
Accounts.  See  Banks,  Accounts 
Acquisition  Costs,  179 
Agency  Instruments,  42 
Aggregate  Logarithmic  Risk  Curve  (ALRC), 

159-161 
Aggregate  Risk  Curve  (ARC),  159 
Artificially  Mandated  Depreciation,  191, 

19.3 
Asset  Inventory  Record,  195 
Asset  Maintenance  Record,  195 
Asset  Performance  Appraisal,  196 
Asset  Risk  Analysis,  165 
Assets: 

Acquisition  Format,  175-190 

Classification,  176 

Conservation,  195- 196 

Evaluation,  180-190 

Management,  175- 196 

Objectives,  175-176 

Utilization,  23,  196 
Attorneys,  102,  105-106,  205,  208 
Attributes: 

Financial,  70-74 

Non-Financial,  64-68 
Audit; 

Credits,  109 

Decisional,  19-20 

Internal,  18-20 

Inventory,  118 
Average  Age.  See  Receivables 
Average  Cost  of  Capital,  2.39-241 
Average  Cost  Inventory  Method,  128 

Bad  Debts,  59,  107-108,  110-111 
Balloon  Payment,  211 


Bank  Debt  Alternatives.  217-2.30 
Banker's  Acceptances,  41 
Bankruptcies,  111-112 
Banks,  197-216 

Accounts,  25-34,  .39,  200-201 

Certificates  of  Deposit,  40 

Choosing,  197-200 

Foreign  Exchange,  44-47 

Loan  Arrangement,  204-216 

Money  Market  Funds,  .39 

Savings  Accounts,  39 

Services  Checklist,  200-201 
Barter; 

Collection,  102 

Foreign  Exchange,  46 
Base  Stock  Inventory  Method,  128 
Billing,  77-83 

Design,  77-80 

Process.  80-83 
Blanket  Purchase  Orders,  150 
Book  Accounting,  5 
Book  Value,  237 
Booster  Assets,  176-179 
Breakeven  Analysis,  275 
Budget: 

Capital,  282 

Cash,  47 -.52 

Evaluation,  281-282 

Expense,  279-280 

Formalization,  276-281 

Inventory,  129-132 

Output,  281 
Budgetary  Accounting,  5-7 
Budget  Monitoring  Report,  282-284 
Budgeted  Business  Plan,  265-284 

Can  Pay  Test,  70-73 
f^ancellation.  Early,  229 
Capital  Acquisition  Costs,  235 
Capital  Budget,  282 
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Capital  Costs,  120 

Capital  Flexibility.  233-234,  246-247 

Capital  Markets,  248-251 

Capital  Servicing  Demand,  2,  37 

C;apital  Stability,  2.13-234,  246-247 

Capital  Sufficiency,  233-234,  246-247 

Capital  Structure,  237-246 

Captive  Insurer,  167 

Carload  Order  Quantity  (COQ),  138-143 

Carrying  Costs: 

Assets,  179-180.  187 

Inventory,  119-126 
Cash  Accounts  Policy,  25-36 
Cash  Budgeting,  47-52 
Cash  Discount.  See  Discounts 
Cash  Flow  Accounting,  5-6 
Cash  Management,  25-54 
Cash  Parking  Alternatives,  39-44 
Cash  Projection.  52-54 
Cash  Test,  70-72 
Cash  Test  Ratio,  53 
Catastrophic  Risks,  161-163 
Central  Accounts,  26-27 
Certificates  of  Deposit  (CD),  40 
Chi  Sfiuare  Test,  124 
Classes  of  Stock,  253-254 
C>)-lnsurance,  157,  167 
Collateral,  37,  208,  211-212,  215-216, 

222-223 
C;ollecting  Accounts,  26-32 
Collection  Activities,  94-112 
C;ollection  Agencies,  102-105 
(Collection  Flowchart,  97 
Collection  Personnel,  95-98 
Commercial  Paper,  41,  220-221 
Comm.m  StcKk,  2.32-245.  253-26-1 
ComlitionTest.  70.  73 
(,'onfidence  Level,  69 
Consignment,  57,  1.50,  226-227 
CConfingeney  Demand,  2-4 
Convenience  Assets.  176-178 
Convertible  Securities.  2.32.  250,  252-253 
CoslofCCapital.  2.34-244 

Average.  2.39-241 

Component.  2.34-2.39 

Marginal.  241-244 

Receiv  hies,  .59 
Costly  Risks,  161,  16.3- IM 
Credit 

Agreement.  85.  101 

ApplicHlion,  8.5,  1(K> 

Audit,  KW 

Fxtension,  .5.5-7.5 

InsuraiKi-.  75.  102.  106-109 
Credit  l.imll  Report.  91-94 
Credit  Re|>oiling  Ag(Mi(ie<i.  M 
Crechls.  I(l<) 

(,'reililworlliiiiess  Risk.  W) 
(airreney  Deiiominiileil  AkimiuIs.  1.5 


Currency  Denominated  Contract,  45 
(Airrency  Swaps,  46 
Current  Liabilities,  231-232 
Customer  ,\ttributcs,  61,  64.  165 
Customer  Risk  Analysis.  165 
Customer  Schematic.  92 

Daily  Operational  Ca.sh  Flow,  53 
Dangerous  Risks.  158,  161,  163-164 
Debt  Tactics.  251-253 
Debtor  Ploys.  97-98 
Decisional  Auditing.  18-20 
Deilining  Balance  Depreciation  (DB). 

190-191,  19-1 
Deductibles,  157,  167 
Deliver)'  Speedup.  149 
Demand  for  Funds.  2-5 
Depreciation.  187-188.  190-194 
Dilution.  242 

Dinosaur  Syndrome.  154.  163 
Disbursement  Accounts,  26,  32-34,  40 
Discounting,  221 
Discounts: 

Cash,  H3-m 

Unearned,  84 

Volume,  137-138 
Disposition  (Costs,  180 
Diversification,  37 
Diversity  of  F'unding,  217 
Divisional  Profile,  20-24 
Dividends,  234-237.  249.  259-263 
Dollar  Value  LIFO  invenlor>  Methwl.  127 
Dow  Jones  Spot  Conunodity  Index,  16-  17 
Drop  Shipments,  149 

Kconomic  \M  Size.  137 
Kconounc  Order  (,)uantity  (R()(^).  1.36-  138 
KflTicienl  Sl(Hkout  Risk  (FSR).  124-126 
F.niploNce  Benefits  Insurance,  171-173 
l''.inplo)ce  Risk  ,\n.il\sis.  jO(i 
F.mployee  Stock  Ownership  Pl.in  (I'.SOP), 
2.57-259 

(piity  Tactics.  2.53-2(vJ 

xceptions  Index.  92 

xchange  Listing.  2.56-2.57 

xclusions.  Ili7 

xperience  Tesli'd  C\>ie.  1.3.5 

xtrapolations.  I  I 


Factoring.  221-222 

IVderid  Reserve  Districts.  27,  31-32, 

.3-1 -.36 
Field  Warehousing,  224-225 
l-'inanciiil  Attributes.  70-74 
FmancinI  Statements.  10-12.  2(r)-207 
{'inancing  Statement.  1(11 
Firsl-ln.  Fusl-Oul  (FMOi  li.v  ci.lory 

McIIi.mI.  127 
Fl^<•(l  Cost  SlMircn.se,27(),  274-27.5 
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Float,  34-36 
Floorplanning,  223-224 
Forecasting  Methods,  12-18 
Foreign  Borrowing,  46 
Foreign  Exchange,  44-47 
Forward  Market  Operations,  45 
Fractionabihty,  37 

General  Purpose  Accounts,  26-27 
Generally  Accepted  Accounting  Principals 

(GAAP),  5 
Gross  Capital,  235 
Gross  Profit  Inventory  Method,  127 
Growth  Demand,  2,  37 
Guarantees,  102,  216,  227 

Information  Network,  5-10 
Input  Standards,  21-24 
Insurance,  153-173,  208 

Agents,  167-168,  201,  205 

Alternatives,  167 

Premiums,  107,  120,  157,  167,  170 
Internal  Audit,  18-20 
Internal  Rate  of  Return  (IRR),  183,  188- 

189 
International  Monetary  Market,  46-47 
Inventory: 

Accounting,  126 

Alternatives,  149 

Budgeting,  129-132,  143-146 

Costs,  119-126 

Financing,  222-227 

Policy,  116-119 

Turnover,  135 

Valuation,  118,  126-128 
Inventory  Adjusted  COQ,  141-143 
Inventory  Item  Performance  Review,  147- 

149 
Inventory  Justification  Test,  114-115 
Investor  Motivation  Tally,  250-251 
Invoices; 

Design,  77-80 

Interest  On,  102 

Penalties  On,  85,  102 

Key  Indicator  Signal  System  (KISS),  13-17 

Last-In,  First-Out  (LIFO)  Inventory 

Method,  127 
Leasing,  227-229 
Leverage,  244-245,  247 
Lifetime  Cumulative  Return  (LCR),  181- 

183,  189 
Line-of-Business  Risk  Analysis,  166 
Liquidity,  37-38,  250 
Line  of  Credit,  74-75 
Lloyds  of  London,  169 
Loan  Molding  Strategies,  210-212,  220 
Loan  Proposal  Package,  204-209,  220 


Loan  Prospectus.  See  Loan  Proposal  Package 
Loans,  204-212 
Locational  Risk  Analysis,  166 
Lock  Box  Operations,  27-32 
Lower  of  Cost  or  Market  Inventory  Method, 
127 

Maihng  Procedures,  82-83 
Management  Accounting,  5,  8 
Manufacturing  Cycle,  135 
Manufacturing  Run  Costs,  137 
Market  Communications,  263 
Market  Intervention  Tchniques,  262 
Market  Value,  237 
Marketability  of  Investments,  37 
Maturity,  37-38,  208 
Minimum  Days  Cash  Available,  52 
Money  Market  Funds,  39-40 
Moving  Average  Inventory  Method,  128 
Municipals,  42 
Mutual  Funds,  40 

Net  Capital  Availability,  234-235 
Net  Cash  Availability,  60 
Net  Exposure,  157 
Non-Financial  Attributes,  64-68 
Normal  Distribution,  123,  143 
Norms,  20-24 

Operating  Costs,  180 

Operating  Return,  244 

Operational  Accounting,  5,  8 

Operations  Demand,  2-4,  37 

Opportunity  Cost,  148 

Options,  251-254 

Order  Quantities,  117,  132,  136-143 

Output  Budget,  281 

Output  Standards,  21-24 

Par  Value,  256,  262 

Payback,  181,  189 

Payment  Schedule,  86,  89,  229-230,  251- 

252 
Payroll  Disbursement,  33-34 
Penalties,  85,  102 
Personnel; 

Banking,  198 

Budgets,  277-278 

Collection,  95-98 

Insurance,  157,  171-173 

Inventory,  115-117 

Loan  Package,  205 

Organization,  266-267 
Prebilling,  81-82 
Preference  Stock,  233 
Preferred  Stock,  232-233,  235,  238,  241 
Premiums,  See  Insurance 
Prepayment,  209,  212-214 
Present  Value,  182-183,  188-189 


288 


INDEX 


Priman'  Loss.  106 

Productive  Assets,  176-178 

Profit  Center,  267-269 

Profit  Objectives.  266,  273-274,  277 

Proof-of-Claim,  111 

Purchase  Order  Values,  16 

Pyramidal  Frainework,  3-5 

ReafTiniiation,  HI 
Real  Cost,  148 
Receivaiiles: 

AKiiiR  .Scliedulc,  86-89 

Average  Akc,  16-17,  53,  59,  86-89,  135 

Credit  Limit,  60 

rinanciiiK.  221-222 

.Suspense,  88,  91 

Total  Report,  92 
Recourse  Credit,  57 
Regression  Analysis,  13.  270-272 
Regulatory  Accounting.  5.  9 
Reinstatement,  212 
Reliability,  68-70 
Remote  Zero  Balance  Disbursement  System, 

32 
Renewability.  211.  229 
Rentals,  57 

Reorder  Points,  132-135 
Replacement  (^ost  Inventory  Method,  127 
Repurchase  Agreements  (Repos),  11 
Rccpiireil  Protection  Risks,  161-162 
Reserve  Accounts,  26 
Residual  Value,  228 
Retail  Invcnloiy  .VIetliod,  127 
Retention  Costs,  120 
Retirement  Renefits,  172-173 
Return  on  K<|uity,  237,  244-245,  249,  2,50 
Rights,  2T3,  255-2.56 
Risk: 

Acc<ptance.  170-171 

ClassiHcation.  161-1(>4 

Cost,  148 
Identincation.  1.5-1 
Investor  Motivation.  249-2.50 
I'roliK-.  158-161 
Rcductiim.  1W-I7() 

.Shifting.  164-16.5 
Robert  Morris  6c  Assiniates.  201 
HoliinnCash  Hn(ig<t.  47-48 

.Safely  .St.K-k.  122-124.  147.  149 
Sales  Price  Inventory  M<'tli<Ml.  127 
Sales  Program  Cycle.  1.35 
.Sampling.  17- 18.  .34-:).5.  69    70 
.Savings  Accounts.  .39 
.SelflnsuraiKC.  1.57.  169-170 
Selling  Cvde.  Wy 
Sh.iicholder  K.'l.ilions.  2(vl 


Shrinkage  Costs.  120 

Specific  Itlentiiicalion  ln\entor\  MetlicKl, 

127 
S])eculation,  44-45 
Splits.  2.5fj 

Standard  Cost  Inventory  .Method,  128 
Statistical  llisloricai  .MeiLsurc,  191-193 
Slock  Dividends,  256 
StfK-king  Limits,  1.32 
Stockouts.  121-126 
Straight  Line  Depreciation.  190-191 
Subordination,  216 
Substitution  C:ost,  148 
Sum  of  Years  Digits  Depreciation  (SVD), 

190,  192-194 
Sunk  Costs,  151 
Sup|ilier  Risk  .\nalysis,  165 
Support  (^ost,  149 
Surveys,  17-18.  15-1-155.  171-172 
Suspense  Accounts,  88,  91 
Swaps,  46 
Switch  Period,  191 

Tandem  OfTers.  253 

Tax  Accounting,  5,  7-8 

Tax  Anticipation  Notes,  43 

T-Bills,  42 

lime  Matrix  Statement,  184-  HX) 

Timely  Pay  Test,  73-74 

Trade  Associations,  M.  89,  168.  201 

IVade  Credit.  225-226 

Trade-in.  229 

Trapc/oidal  Analysis.  2-4 
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I'ncuiied  Discounts.  84 
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